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INTRODUCTION

Estate litigation can be a complex and emotional process, often involving significant
financial assets, property and emotions. Proactive and timely tax advice prior to
settling is critical to reduce how much the Canada Revenue Agency (“CRA”), an
unwanted beneficiary, receives.

|dentifying the tax issues, in real time as negotiations are carried out, can avoid
significant and unexpected tax surprises and enhance the funds available to settle,
thereby improving the chances of success.

This paper focuses on select Canadian tax issues that often arise in the context of
estate mediation or litigation situations. Additional tax issues may arise if any of the
litigants or beneficiaries is not a resident of Canada, or if assets of the estate are
located outside of Canada. These scenarios are not addressed in this material.

The intent of this paper is to introduce the reader to some of the more substantive
income tax issues to consider when preparing for mediation, negotiating a
settlement, advising trustees or when acting as a trustee. Not only will minimizing
taxes yield a larger pie to share, but also it will help protect professional advisors
from potential claims. Our goal is to highlight the need to consider how tax issues
impact potential settlement scenarios and their importance when navigating litigation.
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Please note that the terms “estate” and “trust” are used interchangeably as are
“‘executor” and “trustee”. Unless stated otherwise, references to the “Act” relate to
the Canadian Income Tax Act and Regulations.

TAX ISSUES IN TRUST VARIATIONS'

Resolving estate litigation disputes will almost inevitably require implementing a
distribution scheme that varies from the deceased’s will. This can be achieved by
varying the will (by minutes of settlement or by approval of the court?) and can
involve creating, winding up or amending testamentary trusts, creating new trusts
and/or changing trustees.

Where a will is set aside or varied because of a litigation settlement,?it is possible
that the estate may be viewed to have disposed of all its assets for income tax
purposes and to have resettled a new trust. Furthermore, where estate beneficiaries,
or their relative entitlements, are amended, it is possible that a disposition of interest
in a trust has occurred. Unfortunately, it is not completely clear whether a variation
results in no tax implications, a disposition of a trust interest by the beneficiaries, a
disposition of property by the trust, or if the testamentary trust becomes an inter
vivos trust after the variation (losing Graduated Rate Estate (“GRE”) status, access
to graduated rates of tax, or losing qualified disability trust (“QDT”) status,
permanently).*

It is important to be cognizant of these potential implications when structuring a
settlement to avoid any unwanted or, at the very least, be aware of, potential tax
consequences.

The CRA’s views as to whether variations to a trust constitute a resettlement of a
new trust are laid out in its prior rulings and technical interpretations® that seem to
follow the decision in Re Ball’s Settlement Trusts® in which Megarry J. said:

“If an arrangement changes the whole substratum of the trust, then it may well
be that it cannot be regarded merely as varying that trust. But, if an
arrangement, while leaving the substratum, effectuates the purpose of the
original trusts by other means, it may still be possible to regard that
arrangement as merely varying the original trusts, even though the means

"For a fulsome discussion refer to “What You Need to Know About Varying a Trust” by Angela Casey
and “Income Tax Consequences of Trust Variation, Revocable Trusts and Powers of Appointment” by
Timothy Youdan, Volume 24, The Estates, Trusts and Pensions Journal, pg. 141

2 Approval of the Court is required in cases involving minors or parties under disability. See Rule 7 of
the Rules of Civil Procedure R.R.O. 1990, Regulation 194

31n civil disputes, the court will not impose its views or involve itself once the parties have reached a
settlement amongst themselves. However, in estate litigation, the court has a responsibility to ensure
that only wills that meet the hallmark of validity are “probated”. For an in depth discussion, refer to the
Ontario Court of Appeal’s decision in Neuberger Estate v. York, 2016 ONCA 191, para. 117

4Timothy Youdan, “Income and Tax Consequences of Trust Variation, Revocable Trusts and Powers
of Appointment”, presented at LSUC, Sixth Annual Estates and Trusts Forum, November 19, 2003,
Toronto

59209655 Variation of Trusts; 9624583 Variation of trust to allow income streaming; 2005-0124151R3
Trust Variation - Redemption Rights; 2006-0201561R3 Settlement of an estate

8 Re Ball's Settlement Trusts (1968) 2 All E.R. 438
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employed are wholly different and even though the form is completely
changed.”

To qualify as a testamentary trust, the trust must arise “on and as a consequence of”
the death of an individual” and can include a trust referred to in subsection 248(9.1)
of the Act.

At the 2007 Society of Trust and Estate Practitioners’ conference CRA Round Table,
the CRA was asked to comment on circumstances where a testamentary trust could
be created on and as a consequence of the taxpayer’s death at a time after the
deceased's death (i.e., retain testamentary status). The CRA stated that this may
occur in specific circumstances where:

“The terms of the will may provide that on the death of the first generation
beneficiary (e.g., the spouse or common law partner), the trustee is to divide
the remaining property into equal parts for the children and then create a new
trust for the interest of each child. The trusts for the interest of each child
would be testamentary trusts as they may be said to arise on and as a
consequence of death even though the official create date of the new trusts is
at a later point in time.”®

Subsection 248(9.1) further states that a trust is considered to be created by a
taxpayer’s will if it is created under the terms of the taxpayer’s will. It also includes
trusts created by a dependant’s relief claim if it is created by order of a court in
relation to the taxpayer’s estate under the law of a province that provides for the
relief or support of a dependant. It seems that a trust created in a settlement of a
dependent’s relief claim will not be afforded this treatment unless the trust is created
by a court order.®

However, different provinces have different laws in place for the relief or support of
dependants, and those statutes may or may not provide the authority for the court to
establish a trust when fashioning relief for a dependant.'® Furthermore, this provision
does not apply broadly to all trust variations. The CRA’s position is that this may not
apply to property transferred by virtue of other types of legislation, such as variations
legislation, as it is not transferred “as a consequence of the taxpayer’s death”."’

Loss of Testamentary Status

A variation of a will or testamentary trust by an agreement among beneficiaries may
result in the creation of a new trust.’? As stated In technical interpretation 2000-
0059795:

7 Definition of “testamentary trust”, subsection 108(1) of the Income Tax Act

82007-0233721C6 2007 STEP Conference - Q. 3 Testamentary Trust

9 See further discussion on dependent relief claims.

0 Grace Chow and lan Pryor, Taxation of Trusts and Estates (2023), p.43

M AC59610 Variance of Spouse Trust, March 27, 1990; S6-F4-C1 Testamentary Spouse or Common-
law Partner Trusts p.1.15

122000-0059795, November 08, 2001
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“‘upon the variation of a trust, it is a question of law whether the distribution of
property can be said to be made under the terms of the testator's will or
another trust, for the purposes of the meaning of "testamentary trust.”

Whether a trust created by will, as varied by agreement between all beneficiaries
under said trust, will still be regarded to be a “testamentary trust”, within the definition
in subsection 108(1) of the Act, depends on whether this variation results in a
substantial restructuring of income and capital interests of the beneficiaries.

In its technical interpretation 2008-0285431C6, citing Algoa Trust v. Queen 93 DTC
405, the CRA commented that a trust could lose testamentary status where an
income beneficiary renounces the income payable to him by the trust. The
beneficiary would be regarded as having contributed property to the trust for the
purposes of the definition of testamentary trust in subsection 108(1). This implies
that the CRA could interpret the renunciation of income entitlement by a beneficiary
in favour of a trust as a voluntary contribution to the trust.'3

If a trust loses its testamentary status it will no longer qualify as a GRE. At the time
of change in status, the trust is subject to a deemed year end' (which may in turn
require the filing of an additional T3 trust and income tax return for the year). Trusts
that are not GREs do not have access to marginal tax rates, lose their exemption
from Part XII.2 tax'®, must have calendar year-ends'®, and will not have access to
the subsection 164(6) loss carryback strategy.!” Furthermore, the ability for the
estate to carry back charitable donations made within 60 months of death may be
impacted. The 60 month carryback only applies to gifts made by a testamentary
trust, of property “acquired by the estate on and as a consequence of the death” or
property substituted therefor pursuant subsection 118.1(5.1) and definition of GRE in
paragraph 248(1)(b).

Accordingly, once the parties have reached an agreement in principle, and are
prepared to resolve the litigation, it is incumbent on the professionals involved to
ensure that the settlement is structured in such a way so as to avoid unintentionally
tainting the trust's testamentary status or to advise the parties of the implications.

Change in Beneficiary or Interest in Estate

As noted above, a trust can be varied without losing its testamentary status provided
the variation does not result in a substantial restructuring of the income and capital
interests of the beneficiaries. However, the CRA’s interpretation of what would
constitute such variation is unclear.

3 Nathan Wright, “Spousal Trust Trap: Waiving Entitlement to Income” (2013) 3:1 Canadian Tax
Focus 7; Elie Roth, Tim Youdan, Chris Anderson, and Kim Brown, "Classification of Trusts for Income
Tax Purposes," in Canadian Taxation of Trusts (Toronto: Canadian Tax Foundation, 2016); see
further discussion below on returning property to the estate.

4 Subsection 249(4.1) of the Income Tax Act

5 Section 210 of the Income Tax Act, distributions of “designated income” to non-resident
beneficiaries (“designated beneficiaries”)

6 Subsection 249(1)(b) of the Income Tax Act

7 The preamble to subsection 164(6) requires the disposition to occur “in the course of administering
the graduated rate estate” of the taxpayer.
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In 1992 Technical Interpretation 9209655, the CRA inconclusively commented that
where there is a variation of a trust that adds discretionary beneficiaries, the
Department may view such a variation as a disposition by each beneficiary of part of
their interest in the trust to or for the benefit of the new discretionary beneficiary. As
noted earlier, such a disposition may generate a capital gain to the existing
beneficiaries if the underlying assets of the trust have increased in value from the
time of the trust’s inception.

In 1997 Ruling 9624583, the CRA concluded that varying a trust to allow certain
income to be streamed to Canadian resident beneficiaries only, without changing the
amount of total income each beneficiary was entitled to receive, was not material
enough of a change to create a disposition and resettlement of the trust or a
disposition of the beneficiary’s interest in the trust. Thus the trust’s status remained
unchanged.

In Technical Interpretation 2000-0059795, the CRA declined to provide an opinion as
to whether changes to an estate to provide its sole beneficiary with only a life interest
in the residue of an estate with the remainder interest going to the life interest
beneficiary’s children would create a new, non-testamentary, trust. However, the
CRA commented that the tax consequences to the beneficiary would, “depend on
whether the changes in the terms of the trust “resulted from the execution of a
disclaimer, release or surrender as these terms are defined in subsection 248(9) of
the Act and in accordance with their true legal meanings”.8

Whether an addition or amendment of beneficial interest in an estate results in a new
trust and resulting change in trust status remains a question of fact. It is therefore
imperative that the terms of settlement incorporate appropriate language to reduce
the risk of any undesired tax consequences.

Disclaiming, Releasing or Surrendering Beneficial Interest

When a settlement involves a disclaimer, release or surrender of an interest in an
estate there can be tax implications to the disclaiming beneficiary and even
attribution of income back to a former beneficiary.

Generally, where a beneficiary disclaims their interest in a trust, the beneficiary
receives no proceeds of disposition or allocations, and does not disclaim their
interest in favour of another person.

In McKenzie v. R, (1994, 2011 TCC, par. 29) Patrick Boyle, J. stated that:

“the Act generally does not seek to tax an income beneficiary whose rights
are disposed of to the trust itself, but will tax any economic gain the income
beneficiary may be able to realize on a disposition to a third party".

If an income interest in an estate is disclaimed at the time the taxpayer becomes
aware of it (or within a reasonable time thereafter), and before the acceptance of any
funds or benefits in respect of the interest, the CRA will treat the taxpayer as not

8 CRA View 2000-0059795
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having acquired the interest.'® Subsection 106(2) (income implications of the
disposition by a taxpayer of an income interest in a trust) will have no application
because there are no proceeds of disposition, no cost base?°, and no economic gain
to the disclaiming beneficiary.

Where a capital interest in an estate is disclaimed, the CRA’'s comments generate a
similar result. In CRA ruling 2000-0059963 an unrelated beneficiary disclaimed a
portion of its capital interest. The CRA commented that although there is a
disposition, there were no proceeds and no resulting tax implications.

In CRA ruling 2010-0367401R3, the CRA commented on the disclaimer of a related
beneficiary’s capital interest. The disclaimer did not result in the receipt of any
proceeds of disposition for purposes of section 107 of the Act (gain or loss on the
disposition of a capital interest).

Where a disclaimer is executed in favour of another person, it would not be viewed
to be a valid disclaimer and would be treated as a release or surrender.

A release or surrender of an estate interest has different tax implications. Folio S6-
F2-C1, paragraphs 1.13 - 1.152" clarify the CRA’s position on the release or
surrender of an income interest in a trust. If there is a release or surrender of an
income interest in respect of future payments in favour of one or more other persons,
or for any consideration, the taxpayer will be deemed to have received proceeds of
disposition equal to the fair market value (“FMV”)?2 of the interest at the time of the
release or surrender, and must include that amount in income pursuant to subsection
106(2). Note this is an income inclusion rather than a capital gain. The income
inclusion may be reduced by the amount that has been included in the taxpayer's
income under subsection 104(13) in respect of that right.?

Conversely, if the renouncing beneficiary does not direct entitlement of the interest to
receive the benefits, and receives no consideration, they are not considered to have
received any proceeds of disposition for the purposes of subsection 106(2).%

However, in situations where a taxpayer designates or otherwise agrees which
person or persons will benefit by reason of the release or surrender, and the same
person or persons would be entitled to benefit in the same way under the trust
without the taxpayer's designation or agreement, there are no proceeds received for
purposes subsection 106(2).25 However, the attribution rules of subsections 74.1(1)
and (2) will apply if the person or persons who benefit under the terms of the trust as
a consequence of the release or surrender is a spouse or common-law partner or a

® Folio S6-F2-C1, paragraphs 1.10 - 1.12

20 Where acquired as a result of death, the adjusted cost base of the income interest in the estate
would be deemed by subsection 106(1.1) to be nil

21BID

22 By virtue of paragraph 69(1)(b) of the Income Tax Act

23 Folio S6-F2-C1, paragraphs 1.6 and 1.18

24 This does not apply to the selling or gifting of a “remainder interest" in real property. Section 43.1 of
the Income Tax Act deems there to be a disposition at FMV where a taxpayer disposes of a
remainder interest but retains a life interest in a property (i.e., where there is a bifurcation of interests).
25 See Folio S6-F2-C1, paragraph 1.15 for an example of the application in an inter vivos trust
situation
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person under 18 years of age who is related to, or a niece or nephew of, the
taxpayer.?8

In CRA ruling 2010-0367401R3, the CRA did not differentiate between a disclaimer,
release or surrender of an equity interest commenting only that the beneficiary:

“will not be considered to have received any proceeds of disposition for
purposes of sections 40 or 107 of the Act as a result of executing the
disclaimer, release and surrender’.

Furthermore, no commentary is available on a taxpayer’s ability to partially disclaim,
release or surrender a trust interest.?” However, it could be assumed that such a
disposition for tax purposes would be treated in the same manner as the disclaimer,
release or surrender of a taxpayer’s total trust interest.

Where there is an agreed upon distribution scheme that departs from the original
will, the wording of any settlement may have an impact on the tax implications to the
beneficiaries. Advisors must be wary that any disclaimer, release or surrender of
interest has potential negative tax consequences.

Returning Property to the Estate

A substantial amount of estate litigation involves challenges to inter vivos transfers
made by the deceased while still alive. The claimant can advance claims that the
deceased was incapable at the time, unduly influenced, or simply rely on the legal
presumption of resulting trust.

Where a disputed estate settlement requires a beneficiary to return property to the
estate, its GRE status may be compromised. To be a GRE, the trust must be a
testamentary trust as defined in section 108(1). This excludes a trust where “property
has been contributed to the trust otherwise than by an individual on or after the
individual’s death and as a consequence thereof.”?®

A contribution to a trust does not prejudice its testamentary status where it is a
voluntary payment for no consideration, that is not for the purpose of increasing the
capital of the estate. As Justice Bowie commented in Estate of Louis Greenberg v.
Her Majesty the Queen, 97 DTC 1380 (TCC):

“I turn now to the meaning of the expression " ... property has been
contributed to the trust ... " which is found in subparagraph 108(1)(i)(iii) of the
Act. The word "contributed" in its plain meaning signifies a voluntary payment
made to increase the capital of the estate.?® The purpose of the provision is
clearly to ensure that while certain beneficial treatment in relation to income
tax is accorded to trust funds established on the death of a testator, the same
benefit is not made available to inter vivos additions to those funds. In my
view the repayment of an accidental overpayment to a beneficiary of a

26 Folio S6-F2-C1, paragraph 1.15

27In Herman v. MNR, 61 DTC 700, the Tax Appeal Board seemed to accept that a beneficiary can
make a disclaimer of part of an interest in a trust.

28 Definition of “testamentary trust”, subsection 108(1) of the Income Tax Act

29 Oxford English Dictionary, 2nd Ed., Vol. 3 pp. 848-9.
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testamentary trust would not fall within the meaning of the expression
"property ... contributed to the trust".”

The issue in Greenberg related to an interest-free loan made to a testamentary trust
to fund a deficient partnership interest of the trust. The beneficiary argued that the
payment to the trust was a loan, not a contribution of property to the trust. Justice
Bowie found that such a loan made to the trust was:

“a voluntary payment into the estate, made for no consideration, and for the
purpose of increasing the capital of the estate... It is exactly that kind of
payment into a testamentary trust that this legislative provision is aimed at,
and | conclude accordingly that the estate ceased to be a testamentary
trust.”30

Conversely, a sale to a trust at FMV would not constitute a voluntary contribution to a
trust. As stated by Justice C. Miller J. in Peter Sommerer v. The Queen, 2011 TCC
212:

“I concur with Justice Bowie's comments in Greenberg Estate v. The Queen
[2097 DTC 1380] that “contributed” signifies a voluntary payment made to
increase the capital of the estate: a sale to the trust at FMV does no such
thing... A fair market sale of property to a trust is not a contribution and the
vendor is not a contributor, nor therefore a settlor...; it can only be substituted
property, as consideration was given for it by the trust.”

In technical interpretation 9721035, the CRA stated that, it generally, would not view
a repayment of an overpayment to an income beneficiary to be a contribution to a
trust, thus tainting its testamentary status, where:

the terms of the trust provide that all income is payable on an annual basis,
there has been an honest over-estimation of the anticipated annual income of
the trust payable to the income beneficiary, and

e the income beneficiary acknowledges the over-payment and returns it to the
trust.3!

In Moore v. Sweet,3? the deceased signed a beneficiary designation in favour of the
respondent. In doing so, the deceased violated his agreement with the applicant,
under which the applicant continued to pay the premiums and the applicant was to
remain the designated beneficiary of the policy.

The Supreme Court of Canada found that the deceased breached his agreement
with the applicant and held that the imposition of a constructive trust was the
appropriate remedy. Effectively, this meant that the insurance proceeds were treated
as if they always belonged to the applicant rather than being returned to her, and
were not an asset of the estate.

30 Greenberg Estate v. R, [1997] 3 CTC 2859.
319721035, November 19, 1997
32 Moore v. Sweet, 2018 SCC 52
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In Calmusky v. Calmusky?33 (discussed later) the court found that the beneficiary
designation was valid, but the assets were held in a resulting trust for the benefit of
the estate. As such, there should be no loss of testamentary status as there was no
contribution to the trust.34

Where beneficiaries return excess distributions required to fund an estate’s
outstanding tax liabilities, or for that matter any liabilities, it is unlikely the contribution
would prejudice testamentary status because the estate is not being enriched by the
contributions.

While each case will turn on its own facts, where an asset is being returned to the
estate, there is a risk of adverse tax consequences that should not be ignored.

LITIGATION INVOLVING JOINT TENANCY

Disputes often arise over joint assets. The child who held an asset in joint tenancy
with the deceased often claims it has passed to him/her by right of survivorship while
the other sibling(s) rely on the presumption of a resulting trust to claim that the
surviving joint account holder holds the asset in trust for the estate.

The case law recognizes that there are numerous legal and estate planning reasons
for holding assets in joint names during an individual’s lifetime. Joint ownership ,for
example, can allow children to manage assets for an elderly parent. In paragraph 40
of McLear v. McLear Estate,*® Heeney J. notes that

“Iwle are living in an increasingly complex world. People are living longer, and
it is commonplace that an ageing parent requires assistance in managing his
or her daily affairs. This is particularly so given the complexities involved in
managing investments to provide retirement income, paying income tax on
those investments, and so on. Almost invariably, the duty of assisting the
ageing parent falls to the child who is closest in geographic proximity. In such
cases, Powers of Attorney are routinely given. Names are "put on" bank
accounts and other assets, so that the child can freely manage the assets of
the parent’.

From an estate planning perspective the most important feature of a joint tenancy, is
the right of survivorship. When a joint tenant dies, his or her share accrues to the
other co-owners.3¢ In Pecore v. Pecore’”, the Supreme Court of Canada developed
legal presumptions that apply where assets are jointly held.

While, legally no transfer of property from the deceased joint tenant to the surviving
tenant occurs where there is right of survivorship, the Act deems a disposition to

33 Calmusky v. Calmusky, 2020 ONSC 1506

34 Brian A. Schnurr, Estate Litigation, 2nd Edition Chapter 25:5.50 “Application of Pecore Principles to
Assets with a Designated Beneficiary”

35 McLear v. McLear Estate, 2000 CarswellOnt 2410 at para. 40

36 Joint tenancy as defined by Brian A. Schnurr, Estate Litigation Words and Phrases

372007 SCC 17
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have occurred for income tax purposes® and the remaining owner to acquire that
portion of the interest at FMV.3° Where the surviving joint tenant is the deceased’s
spouse the disposition is deemed to have occurred at cost for tax purposes unless
an election is made to recognize a gain.

This means that irrespective of whether the joint ownership was for administrative
simplicity or transferring an asset outside of the estate, the tax liability falls on the
estate. The CRA has commented that the determination of right of survivorship
versus resulting trust “is not a matter of income tax legislation interpretation but
rather requires a legal determination of property ownership”.4°

If this inequity is not addressed in the deceased’s will, the issue may be raised
during mediation and included as a term of the settlement. While there is no
certainty, consideration should be given in any settlement of this type of dispute to
specifically address the issue and state the treatment agreed upon between the
parties.

It is important to note, however, the impact of determining the beneficial ownership of
an asset may go beyond the parties involved - such as creditors of the estate. So,
although an agreement may be reached among the negotiating parties, it may not be
binding on the CRA or other third party creditors. While it may be of assistance for
the parties to obtain a court decision implementing the declaration of ownership
agreed upon, the court may not be willing to grant such an order in the absence of
evidence.

Consider the example of an income producing property that was owned in joint
tenancy by a parent and child. Throughout the parent’s lifetime, net income earned
on the property was reported equally on the parent and child’s income tax returns. At
the time of the parent’s death, the asset passes outside of the estate to the child,
avoiding estate administration tax, 50% of the gain on the property is reported on the
parent’s terminal return, and the estate pays income tax thereon. The child then
reports 100% of the income on his tax return from the date of death onwards.

Following the parent’s death, the estate is litigated and the courts decide that the
asset passed to the child by right of survivorship and was held by the child in trustfor
the estate. From an income tax perspective the parent understated his net income
for all years reported as a joint tenancy asset and the child overstated income.
Additionally all the income reported on the child’s tax return from date of death
onward ought to have been reported by the estate.

Capital gains reported on the parent’s terminal return have been understated. Can
the child amend his prior tax returns to delete the income? Must the estate trustees
amend all relevant prior years’ tax returns to include the underreported income and
report the additional gain on a principal residence (if it was jointly owned) and the
principal residence exemption?

38 Subsection 70(5) of the Income Tax Act
39 CRA View 2003-0013735
40 CRA View 2015-0580531E5

C. Orzech, D, Wagner, P. Weissman



11

Will interest and penalties be applied? Is a voluntary disclosure necessary or
possible? Can a fairness application be made to the CRA? All of these outcomes
must be considered where the nature of joint ownership is being challenged.

Finally, consider the situation where the estate is litigated and as part of the
settlement the joint tenant has right of survivorship but agrees to ‘return’ the asset to
the estate.*’ What are the resulting tax implications to the joint tenant? Will the
transfer be subject to income taxes? What are the resulting tax implications to the
estate? Presumably the transfer to the estate will taint its testamentary (and GRE)
status.

In the above example, if the FMV of property received from the estate is less than
the FMV of the property contributed, the surviving joint tenant would still have
proceeds for tax purposes of FMV42 but the testamentary status of the trust would be
lost because the capital of the estate has increased.

If, instead, the surviving joint tenant agrees to return the asset to the estate in
exchange for cash or other entitlements of equivalent value, the disposition would be
taxable to the joint tenant likely resulting in a capital gain. But, as explained above,
the testamentary (and GRE) status of the trust should not be prejudiced.

There are many other scenarios that can arise to resolve joint ownership disputes.
The manner in which the dispute will affect both the estate and the surviving joint
owners’ income taxes is critical to understand. Not only could the trustees become
liable for any additional tax liability to the estate, not identifying these matters prior to
finalizing the settlement can prejudice the intended results.

CHANGE OF TRUSTEES

Acquisition of Control

In estate litigation scenarios, the effect of a change of control of any private company
shares must be determined. Generally, the CRA considers a change of a trustee of a
trust that controls a corporation to constitute a change of control of the corporation.*3

Where a change of control results in an acquisition of control*4 the corporation is

subject to a loss restriction event*. This can create a number of tax problems such
.46

as:

e Deemed year-end of the corporation
e Accelerated limitations on the carry-forward or back of losses
e Write down of asset values

41 Refer to discussion above on Trust Variations

42 Paragraph 69(1)(b) of the Income Tax Act

432011-0401931C6 Acquisition of control - 2011 STEP Conference Q17; 2022-0928191C6 - 2022
STEP Conference Q6

44 For further discussion see Paul Hickey, "Acquisition of Control: Change of Trustee" (2013) 21:11
Canadian Tax Highlights 6-7

45 See subsection 251.2(2) for definition of a loss restriction event

46 This is not an exhaustive list
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e Restrictions on the use of loss carryforwards

For simplicity, we will refer to “change of control” and “acquisition of control” and
“loss restriction event” interchangeably even though they are technically different for
tax purposes.

In Question 6 of the 2022 STEP conference roundtable the CRA considered each of
the following events to constitute a change of control, if the trustees have
discretionary powers:

e a trust has one trustee who resigns, and another unrelated trustee takes over;

e a trust has two trustees, and one of the trustees retires in favour of another
unrelated trustee;

e a trust has three trustees, the trust requires unanimous decision making, and
one of the trustees retires in favour of another unrelated trustee; and

e a trust has three trustees, the trust requires majority decision-making, and one
of the trustees retires in favour of another unrelated trustee.*’

The above answers relate to discretionary trusts and could apply in the context of
testamentary trusts, if the trustees have the discretion to distribute income or capital.

In some cases, the temporary replacement of a trustee is necessary. In such cases,
the court has the discretion to appoint an estate trustee during litigation (“ETDL”)
until the litigation is resolved.*8

The primary obligation of the ETDL is to protect the estate until the litigation is
completed. The ETDL, who is usually a neutral party, is subject to the Court’s
direction and has all the rights and powers of a general administrator except the
power to distribute the residue of the estate.*® As a temporary steward of assets, the
ETDL does not:

‘have carte blanche to ignore the parties who have real interests in the estate.
Neither can an ETDL ignore the fact that its appointment is temporary to await
resolution of the parties’ dispute. The ETDL should be seeking the input of the
beneficiaries and ensuring the parties’ entitlement to try to have their say in
court if so inclined.”®

The requirement that an ETDL seek input from the beneficiaries can complicate the
ETDL’s role, particularly with respect to post-mortem planning.

"Even a strategy as common as a pipeline [discussed later] ,..., may not be
implemented by an ETDL without the consent of all potential beneficiaries

472022 OC 12: p.19/20/21 Corporate Loss Restriction Event Rules: An Overview (Kumar, J. and S.
Nainfard)

48 Rule 75.06, section 28 of the Estates Act, and the inherent jurisdiction of the court - See Mayer v.
Rubin, 2017 ONSC 3498

49 Gajek v. Hermisoton, 2020 ONSC 752 at par 34

50 Drennan v. Drennan, 2024 ONSC 141 at para. 43-44
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because the result is that money may not be able to be distributed for a period
of time."5

While the appointment of an ETDL may be necessary from a litigation perspective,
whether it constitutes a change of control for income tax purposes requires further
analysis.

Subsection 256(7) of the Act excludes certain situations from being changes of
control by deeming an acquisition of control not to have occurred for purposes of the
loss restriction event rules.

Paragraph 256(7)(i) deems there to be no acquisition of control of a corporation (for
purposes of the loss restriction rules®?) where a trust controls the corporation and
there is a change in the trustee or legal representative of the trust, provided:

e the change is not part of a series of transactions or events that includesa
change in the beneficial ownership of the trust’s property;®® and

e no amount of income or capital of the trust to be distributed, at any time ator
after the change, in respect of any interest in the trust depends upon the
exercise by any person or partnership, or the failure of any person or
partnership, to exercise any discretionary power.%*

In settling of estate litigation the condition that the change not be part of a series of
transactions or events that includes a change in the beneficial ownership of the
trust’s property will likely not be met.

When it comes to estates, it is a question of fact whether there is an acquisition of
control when there is a change of the executor, administrator or trustee.®®

The CRA has agreed that these types of changes will not create changes of control
in some situations. Paragraph 10 of IT-302R3 indicates that when there is a change
to an executor, administrator or trustee the CRA may consider no acquisition of
control to happen where the change is as a result of that person's death or inability to
fulfil his or her functions:

“For purposes of paragraph 256(7)(a), where the executor, administrator or
trustee is replaced as a result of that person'’s death or inability to fulfil his or
her functions, the control of the corporation will be regarded as remaining
unchanged. However, a change in executor, administrator or trustee together
with a substantial change in the ownership of the beneficial interest in the
estate will be considered an acquisition of control of the corporation”.

51 Clare E. Burns and Shalome Barrow, "Effective Tax Planning for Estates: What to Think About to
Minimize Litigation," in 2017 Ontario Tax Conference (Toronto: Canadian Tax Foundation, 2017) 7:1-
14

52 Paragraph 251.2(2)(a) of the Income Tax Act

538 Subparagraph 256(7)(i)(i) of the Income Tax Act

54 Subparagraph 256(7)(i)(ii) of the Income Tax Act

552022 OC 12: p.19/20/21 Corporate Loss Restriction Event Rules: An Overview (Kumar, J. and S.
Nainfard)
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The CRA reiterated this view in Question 6 of the 2024 Society of Trust and Estate
Practitioners’ CRA Round Table stating:

“It remains our administrative position that where the executor, administrator,
or trustee of an estate is replaced as a result of that person’s death or inability
to fulfil their functions, control of the corporation would not, solely as a result
[of] such replacement, be acquired.’®®

The CRA clarified their position where the replacement trustee is an independent
trust company and commented that:

“With respect to the replacement of a person as a consequence of their death
or inability to fulfil the function of an executor, administrator or trustee of an
estate, our administrative position is not conditional on the replacement
trustee being related to or otherwise connected to the executor, administrator
or trustee being replaced.”

The above comments from the CRA suggest that the appointment of an ETDL
should not result in a change in control of a corporation controlled by the estate if
they are appointed because the existing trustees are not able to fulfil their duties.

Filing of Tax Returns

The filing of income tax returns for an estate can be surprisingly difficult even when
there is no litigation involved. A valuation of private company shares, real estate and
land as at the date of death may be required.

Determining the tax cost of assets owned by an estate can be even more difficult. It
is a fact driven exercise and can require the estate trustee to obtain information or
locate records dating back generations.

In some cases, the estate trustees learn there is little, if any, documentation to
determine the tax cost. Reasonable estimates may be the best one can do. Itis
important to document the efforts used to locate the requisite information, why
information was not available, and the basis for the estimates used. Failure to do so
could expose the estate to reassessment beyond the usual three year time frame®” if
the CRA can prove there was an error on the tax return that was due to “neglect,
carelessness or wilful default”.%®

These issues, as well as the litigation itself, may require that tax returns be filed after
their normal deadline.Where a final tax return for the deceased is being late filed,
interest and late filing penalties may be applied. These may be avoided or minimized
if the ETDL submits the late tax return(s), and other forms with their own penalties®®,
under the CRA’s voluntary disclosures program (“VDP”).8% Submissions under the

562024-1003461C6 STEP 2024 - Q4

57 Three years from the date of mailing of the Notice of Assessment for the year, subsection 152(3.1)
of the Income Tax Act

58 Subsection 152(4) of the Income Tax Act

59 For example Forms T1134 and T1135

60 Information Circular IC00-1R6 and GST/HST Memorandum 16-5
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VDP, however, can delay the processing of tax returns, and may not be considered
‘voluntary’ if a request to file a return has been issued by the CRA.

An alternative to filing a voluntary disclosure is the estate submitting a request for
relief of the interest and penalties, pursuant to subsection 220(3.1) of the Act. These
requests can only be made once the assessments or reassessments have been
remembered.

It is often difficult to decide what route to take. The VDP creates a delay in
processing while the fairness relief program results in faster assessments but delays
in the waiving of some interest and penalties.

DISPUTES INVOLVING DEPENDENT
BENEFICIARIES

Dependent Relief Claims

“A testator’s freedom to distribute her property as she chooses is a deeply
entrenched common law principle”.8! While a person is free to make a last will and
testament, that freedom is not absolute and is subject to certain restrictions and
limitations.

For example, section 58 of the Succession Law Reform Act (the “SLRA”) provides:

‘Iwjhere a deceased, whether testate or intestate, has not made adequate
provision for the proper support of his dependants or any of them, the court,
on application, may order that such provision as it considers adequate be
made out of the estate of the deceased for the proper support of the
dependants or any of them’.

Thus, a dependant®? can commence an application asserting that the deceased
failed to make adequate provision for his/her proper support and the court may order
such support notwithstanding the terms of the deceased’s will.

While any litigation can complicate the administration of the Estate, the legislative
restrictions triggered by initiating a dependant support application can create
additional, unique obstacles.

Specifically, section 67 of the SLRA provides that once a personal representative
has notice of a dependant support application, no distributions of the estate shall be
made, subject to certain specific exceptions.?3

81 Spence v. BMO Trust Co., 2016 ONCA 196 at para. 30

62 As defined in section 57 of the SLRA

63 Schwartz Estate v. Schwartz, 1998 CarswellOnt 302 at para. 38; Aubin v. Aubin Estate, 1993
CarswellOnt 1655 at para. 15; Angeloni v. Angeloni, 2017 ONSC 7344 at para. 36; Su v. Lam, 2012
ONSC 2023 at para. 6.
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The SLRA defines a dependant to include a child of the deceased to whom the
deceased was providing support or was under a legal obligation to provide support
immediately before his or her death and includes adult children.5*

When trying to resolve these conflicts, it is natural to consider the creation of a trust
to manage the funds that may be awarded to the claimant who is a minor or does not
have the mental capacity to manage the funds on their own, subject to court
approval even where all parties involved agree.%®

In other cases a trust is preferred because there may be tax advantages that can
enhance the value of the settlement for the dependent or disabled beneficiary. For
example, qualified disability trusts (“QDTs”) are afforded marginal tax rates and
access by the beneficiary to the principal residence exemption.®® These benefits are
available indefinitely as long as the trust is a QDT.

The definition of QDT in the Act®” requires that:

o atthe end of the trust year, the trust be “a testamentary trust that arose on
and as a consequence of a particular individual's death”; and
e a beneficiary has been approved for the Disability Tax Credit (‘DTC”)®2.

It is important to note that a trust can qualify as a QDT even if it has other
beneficiaries who are not eligible for the DTC, and that DTC applications can be
made retroactively.

While a trust created in the settlement of an estate dispute may meet the condition of
being created “as a consequence of an individual’s death”, it is not a trust created
‘on” an individual’s death, as required for a trust to qualify as testamentary, as is
required for it to be a QDT.

However, subsection 248(9.1) deems a trust created by court order for relief or
support of a dependant, in provinces with such laws, to be created by the taxpayer’'s
will.

This leaves an opportunity to create a QDT where the trust is created in settling a
dependant’s relief claim with a court order. However, seeking a court order delays
settlement, adds to the costs and, unnecessarily, burdens the judicial system.

The Department of Finance should consider modifying the definition of QDTs to
include trusts created to resolve a dependent’s relief claim without the requirement of
a court order where there is agreement amongst all parties, the other QDT
requirements are met, and court approval would not otherwise be necessary.

64 Section 57 of the SLRA, R.S.0 1990, c. S. 26

85 Rules 7.08-7.09 of the Rules of Civil Procedure, R.S.0. 1990, c. C.43

66 Clause 54(c.1)(iii.1)(B) of the Income Tax Act

67 Subsection 122(3) of the Income Tax Act

88 Pursuant to the definition of QDT (subsection 122(3)), subparagraph (b)(i) requires the beneficiary
to have obtained a DTC certificate pursuant to paragraph 118.3(1)(b) of the Income Tax Act.
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In situations where assets will be moved into a new trust, consider leaving assets for
the disabled beneficiary in the original estate to maintain testamentary status and
QDT eligibility. This strategy will not be appropriate where the terms of the will do
not provide for the decision making the situation may require.

Notwithstanding being ineligible for QDT treatment, an inter vivos trust can be a
useful tool in estate litigation settlements. If the disabled beneficiary does not have
absolute rights to the capital and income of the trust, the assets and income in the
trust may not affect the beneficiary’s entitlement to provincial disability support
programs.

Furthermore, the principal residence exemption may be available to such an inter
vivos trust. In response to observations that inter vivos trusts are often used to own
property, including a home, for people who lack the capacity to manage the assets
on September 4, 2019 the Department of Finance’s issued a comfort letter in which it
stated its intention to recommend a change to the definition of “principal residence”,
retroactive to years beginning after 2016, to include:

“A trust where a beneficiary of the trust is a Canadian resident during the year
who is eligible for the disability tax credit, the beneficiary is a child, spouse,
common-law partner, or former spouse or common-law partner of the settlor
and no person other than the beneficiary eligible for the disability tax credit
can receive or obtain use of any of the income or capital of the trust during
their lifetime”

The CRA has not been asked if they will view the deceased to be the settlor of an
inter vivos trust created in the settlement of estate litigation. This is a requirement
because the beneficiary must be a child, spouse, common-law partner, or former
spouse or common-law partner of the settlor. This is a question that the authors will
put to the Department of Finance.

Beneficiary Designations and Rollovers

When executing an estate plan, consideration is often given to leaving an RRSP or
RRIF by a specific beneficiary designation rather than through a will. Specific
beneficiary designations may save estate administration tax (probate fees) and make
trust administration easier.

In the absence of a named plan beneficiary, upon the death of an RRSP or RRIF
annuitant, the FMV of the plan is deemed received by the deceased immediately
before death® and the estate, not the beneficiaries, is required to pay the income
taxes due thereon (provided there are sufficient assets in the estate).”” However,
where a qualifying beneficiary exists, the estate’s legal representative and the
“qualifying beneficiary” can jointly elect”’ to exclude the FMV of the RRSP or RRIF
from the deceased’s income, and include it in the qualifying beneficiary’s income.

69 Subsections 146(8.8) and 146.3(6) of the Income Tax Act

70 Subsection 160.2(1) of the Income Tax Act

71 Pursuant to subsection 146(8.1) using Form T2019 (RRSP) and subsection 146.3(6.1) using Form
T1090 (RRIF)
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Furthermore, the full amount may be deducted from the qualifying beneficiary’s
income if the funds are transferred within 60 days after the end of the year in which
the deceased died, or within “such a longer period after the end of the year as is
acceptable to the Minister”.”2 This enables a full deferral of the income taxes that
would otherwise be payable by the estate. Where an estate under litigation includes
a “qualifying beneficiary”, diligence should be exercised in reaching a settlement that
attempts to maximize any available rollovers.

Where the named beneficiary of an RRSP or RRIF is a spouse or qualifying child or
grandchild (“qualifying beneficiary”)’3, a tax-deferred rollover of a refund of premiums
on death may be available by moving the income tax ordinarily payable by the estate
upon the death of the annuitant to the designated beneficiary who may be subject to
lower tax rates than the estate. However paragraph 72(1)(g) of the SLRA”* deems
the RRSP or RRIF to be part of the net estate for the purposes of ascertaining the
value of the estate, and assets available for payment against a dependant support
application. That statutory authority trumps the beneficiary designation.

A full discussion of all the rollovers for disabled beneficiaries is beyond the scope of
this paper but advisors are encouraged to obtain advice about the use of these often
misunderstood provisions. We have seen situations where, had the rollovers not
been identified, settlements would not have been reached.

Where a court orders the proceeds of the RRSP or RRIF be paid to a dependant,
and not to the intended named beneficiary, the obligation to pay income taxes may
be accelerated, thereby reducing the overall value of estate assets available for
distribution. The tax deferral may make entitlement to an RRSP or RRIF more
valuable to a litigant who is a spouse or financial dependent of the deceased.

In 2020 and 2021, the courts dealt with two situations where the naming of a
beneficiary of a registered account was sought to be overturned. In Calmusky v.
Calmusky’, the Ontario Superior Court set aside the RRIF beneficiary designation of
the deceased, and found that the funds were being held ‘in trust for’ the estate. This
raises income tax issues as the FMV of the RRSP or RRIF would transfer to the
estate at the time of death, becoming an asset of the estate, subject to probate fees
and income tax on the terminal return of the deceased.

This issue was brought before the same court in Mak (Estate) v. Mak’® where the
deciding judge referenced an article that was critical of the Calmusky judgement. In
Mak, the judge suggested that there is no requirement to determine the intent of an
individual who designates a beneficiary supported by legislation such as the SLRA,
and the onus of proving that the deceased intended to benefit the estate despite
naming a beneficiary, rests on the plaintiff.

72 Subparagraph 60(l)(v)(B.01) of the Income Tax Act

73 A qualifying child or grandchild of the deceased annuitant is one who was financially dependent at
the time of death on the deceased annuitant by reason of physical or mental infirmity (subparagraphs
60(1)(v)(B) and (B.01) of the Income Tax Act)

74 Succession Law Reform Act, R.S.0. 1990, c. S.26

75 Calmusky v. Calmusky, 2020 ONSC 1506

76 Mak (Estate) v. Mak, 2021 ONSC 4415
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In Curley v. MacDonald"" the estate trustee argued that the beneficiary of the RRSP
should pay the taxes. The deceased named his three children from his first marriage
as beneficiaries of his RRSP, and his second wife as estate trustee. The will
provided that the second wife pay the income taxes and debts of the estate and was
the residual beneficiary of the estate. The second wife objected to paying the taxes
on the RRSP. The court found that the RRSP was not an asset of the estate, and
the estate had assets with which to pay the tax liability.”® The Court concluded that
primary responsibility rests on the estate trustees (by virtue of subsection 146(8.8)of
the Act when it has sufficient assets to pay the taxes. Only if the estate cannot pay
the taxes or “is in default of paying the taxes otherwise due”, does subsection
160.2(1) of the Act apply to require the beneficiaries to pay the taxes owed because
of the RRSP.7

In its judgement, the Ontario Superior Court noted that its conclusion is consistent
with the following excerpt from The Solicitor's Guide to Estate Practice in Ontario,
Margaret E. Rintoul at p. 199:

“Unless there are very specific provisions in the will covering the matter, the
tax payable on the Registered Retirement Savings Plan in the year of death
must be paid by the estate as a whole, even though the named beneficiary is
entitled to receive the full value of the plan as of the date of death with no
resulting tax consequences to the designated individual alone in the absence
of special provisions.” 80

In light of the above, a settlement should address who will be required to pay the tax.
Consider a settlement where a non-dependant adult child receives the RRSP as part
of the settlement. If the tax has to be paid by the estate those entitled to the residue
suffer the loss. The settlement should stipulate who is to pay that tax and provide
indemnities to protect the other beneficiaries from a demand for payment under
subsection 160(1) of the Act if the tax is not paid by the recipient beneficiary.

However, payment of the tax liability by a beneficiary on behalf of the estate may be
considered a contribution to the trust that taints its testamentary status. In Morrison
v. Morrison, the court found that the deceased did not intend for his estate to paythe
tax owing as a result of the disposition of the RRIF and directed the recipient of the
RRIF to reimburse the estate for the taxes owing.®' This decision prejudiced the
testamentary status of the estate, illustrating the need to consider this issue when
negotiating settlements.

DISPUTES INVOLVING PRIVATE
CORPORATION SHARES

7 Curley v. MacDonald, 2001 DTC 5141

78|BID, paragraph 9

79|BID, paragraph 11

80 Curley v. MacDonald, 2001 DTC 5141, para. 13
81 Morrison v. Morrison, 2015 ABQB 769
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Effect of Litigation on Post-Mortem Planning

Shares in private corporations often constitute a significant portion of the value of an
estate. Without planning, the estate may be subject to double or triple taxation on the
value of the shares. It is important to ensure that the estate litigation process does
not prejudice the implementation of post-mortem tax planning strategies.

There are numerous articles written regarding the most common three post-mortem
planning strategies commonly referred to as the 164(6) loss carryback strategy, the
pipeline strategy, and the bump strategy. It is beyond the scope of this paper to
discuss the intricate details of each strategy, but we will highlight some of the issues
to consider when such strategies are impacted by estate litigation.

164(6) Loss Carryback

The ultimate result of a subsection 164(6) loss carryback strategy is the elimination
of a capital gain on the terminal return of the deceased, and the inclusion of
dividends to the estate. Where the estate’s dividends are tax free capital dividendsor
trigger a refund of corporate taxes, the benefit to the estate’s overall value can be
substantial.

Timing is a factor in accessing the subsection 164(6) strategy. If the proposed
amendments announced on August 12, 2024 are enacted, for individuals who die
after August 11, 2024 net capital losses realized within the first three taxation year
ends of the estate, rather than one year under current rules, can be carried back to
the terminal return, if the estate is a GRE. For deaths occurring prior to August 12,
2024, the loss must be realized within the estate’s first year end.

The three year limit may still not be enough to allow the strategy to be used, where
there is protracted estate litigation. However, where the strategy will not prejudice
any of the parties, implementing it without having settled the litigation can save tax
and increase the pool of funds available for settlement. Where the deadline is
problematic, the executors should consider implementing this strategy in consultation
with the beneficiaries and expressly reserving any outstanding claims in the
litigation. 82

Pipeline Strategy

A second strategy often considered to avoid double or triple tax on private company
shares is colloquially referred to as the pipeline strategy. This strategy is intended to
allow an estate to withdraw funds, tax free, from a private company to the extent the
cost base of the shares was increased by the deemed disposition of the shares on
death. If implemented properly, the result is tax on a capital gain on the deceased’s
tax return (based on the FMV of the shares at the date of death) and the tax free
withdrawal from the company of the capital gain amount, rather than dividend
treatment. Where there is insufficient capital dividend account and refundable tax in
the corporation, or where the 164(6) strategy cannot be implemented because the
deadline cannot be met, the pipeline is often used.

82 Query whether, similar to other provisions in the Act, the Minister could be given discretion to
extend the deadline where the Minister deems it reasonable to do so.
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Timing is also a consideration when executing a pipeline strategy. Where an
expedient distribution of the estate’s assets is desired, the pipeline may not be
effective. For a pipeline to achieve its desired tax benefits, there is a requirement to
continue the business and refrain from the implementation of specific steps for at
least one year, delaying payment to the beneficiaries®3. Even after the one year wait,
the tax free payments can only be made progressively over time.

The CRA has issued favourable tax rulings for post-mortem pipelines®4, which
require that:

1. The original corporation's business (including investment companies) will
continue for at least one year following the implementation of the pipeline
structure.

2. The original corporation will not be amalgamated or wound-up into the
Holding Company used for the pipeline for at least one year after the
reorganization commences.

3. The original corporation's assets will not be distributed to the shareholders
for at least one year; and

4. The distribution of the assets will be on a progressive basis after that.

Periodic distributions typically occur over 18 to 24 months, but periods of 12 months
have been approved by the CRA.

Recent legislation to increase the capital gains inclusion rate from %2 to % reduces
the benefits of the pipeline strategy. With a smaller differential, and somewhat
complicated administrative requirements for the pipeline approach to be accepted by
the CRA, it will arguably be less popular than it has been in the past.

Bump Strategy

In addition to the implementation of both the 164(6) loss carryback and pipeline
strategies, tax advisors also evaluate whether a subsection 88(1) bump is warranted.
This bump strategy may further reduce income and resulting tax where there are
non-depreciable capital assets with accrued gains in the deceased’s private
corporation.

Absent any planning the private corporation would be subject to tax on a deemed
disposition of the investments when they are liquidated or paid out “in-kind”, even
though the value was already included in the value on death that was used to
calculate the capital gain on the shares, on the deceased’s terminal return.

The bump eliminates the double tax by increasing the adjusted cost base (“ACB”) of
the corporately owned non-depreciable assets to their FMVs on the date of death,
thereby avoiding the capital gain that would otherwise be taxed in the corporation.

In order to apply the bump to a specific property, the property must be owned on the
date of death. This means the bump strategy will not apply to the extent the shares

8 As a result of the 2018 Federal Court of Appeal decision in Canada v MacDonald (2018 FCA 128)
84 For example, see recent technical interpretations 2023-0969661R3, 2022-0945301R3, 2022-
0948091R3
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or other investments owned on the date of death were liquidated or even converted
to another form of investment, before the bump reorganization is implemented. This
is often a problem and even more common where estate litigation prevents the
implementation of the strategy.

Consider the example where an individual dies and their private corporation’s only
asset is 100 shares of Apple worth $1,000 per share. The individual will be taxed on
a $100,000 capital gain®® on the value of the private corporation shares on the date
of death.

Without the bump strategy, the private corporation will pay tax on the sale of the
underlying 1,000 Apple shares when it liquidates them or distributes them to the
estate. The corporation’s gain will be $100,000 even though the same value was
taxed as part of the deemed share sale proceeds on death.

The bump strategy allows the private corporation to increase its tax cost of its 1,000
Apple shares to $100,000, thereby eliminating the duplicated $100,000 gain that
would otherwise be realized by the corporation. However, the bump can only be
applied to assets that are owned when the bump is implemented that were also
owned on the date of death.

It would not be uncommon for trustees to rebalance an investment portfolio as they
are required to “exercise the care, skill, diligence and judgement that a prudent
investor would exercise in making investments™®. Where a trustee fails to meet that
standard, the trustee can be personally liable for any losses.®”

Thus, when the administration of an estate is protracted, for whatever reason,
trustees often move portfolios into safer investments such as balanced portfolios,
GICs, high interest savings accounts, etc... By doing so, an important post-mortem
planning option is eliminated.

Assume, in our example, the bump strategy is implemented, say, four years post-
mortem, over which time the trustees sold off 60 of the original 100 Apple shares in
line with the prudent investor concept.

The bump will only be available on the 40 remaining Apple shares, effectively
resulting in double tax on the 60 shares ($60,000 of gain) sold before the bump. Was
the sale of the 60 Apple shares prudent given that it resulted in double tax on
$60,000 of gain?

It is therefore important to assess post-mortem tax strategies as quickly as possible
since determining the best post-mortem strategy for an estate, even during litigation,
is critical to avoid double and triple tax.

Reorganizations To Separate Ownership

Understandably, siblings or other beneficiaries often want to divide and distribute
their share of an estate so they can proceed with their inheritance as they

85 Assuming the shares have no ACB.
86 Section 27 of the Trustee Act, R.S.0. 1990, c. T.23
87 Groome Estate v. Groome, 2016 ONSC 7850
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individually desire. The strategies to achieve these results are complicated and, even
further complicated by anti-avoidance provisions in the Act. Dividing corporately
owned assets involve arguably some of the most difficult and misunderstood tax
rules. Making a mistake here can cost the advisor and her insurance company
significant amounts.

Consider, for example, a scenario where Mr. A passes away owning 100% of the
shares of an investment company (“Investco”) and leaves his estate equally to his
three children. The deceased’s children are not interested in becoming 1/3
shareholders in Investco and prefer to separate the Investco assets into their own
company so they can manage the assets as they see fit. For example, Child Awants
to liquidate most of her share of the portfolio, Brothers B and C don't plan on making
any changes.

The most common method for separating assets in corporations, tax free, is a
butterfly reorganization. In butterfly transactions tax free inter-company dividends
are used to move assets into other companies. If the transaction is not implemented
properly, the tax free inter-corporate dividends are converted to capital gains and
taxed.

If the parties are all related, the conditions are dictated in paragraph 55(3)(a) of the
Act and there are few restrictions on how to implement an effective butterfly.

If the conditions in paragraph 55(3)(a) cannot be met, the butterfly must comply with
the more complicated conditions in paragraph 55(3)(b).

In the above example, subparagraph 55(5)(e)(i) of the Act augments reality and
deems the three siblings to be unrelated unless the company being butterflied is a
qualifying small business corporation (“QSBC”). Investco would not be a QSBC so
the three siblings are deemed to be unrelated and the butterfly must comply with the
complicated requirements in paragraph 55(3)(b) rather than the simpler conditions in
paragraph 55(3)(a).

Among other things, paragraph 55(3)(b) requires that each category of asset be
distributed pro-rata to the shareholders. Assuming Investco only owns a stock
portfolio, one would think that the three siblings can receive their 5 interests in the
stock portfolio and go their separate ways.

However, paragraph 55(3.1)(c) of the Act requires that neither sibling’s corporation
dispose of butterflied assets worth more than 10% of the FMV of the assets received
in the butterfly as part of the series of transactions and events that include the
butterfly.

Child A’s sale of even 11%, let alone 100%, of her share of the portfolio is enough to
taint the butterfly for all parties and the estate. The result would be capital gains to
each company, rather than tax free dividends.

This is an unexpected result that cannot be reversed if the error is made. The
relatively new provisions making butterflies of QSBCs and family farm or fishing
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corporations® easier will provide some relief but not for shareholders of passive
companies such as Investco or real estate rental companies.

TRUSTEE LIABILITY IN ESTATE LITIGATION

Before distributing the assets of an estate it is critical that a trustee ensures that s/he
is not exposed to personal liability.

Since an estate is not considered to be a juridical person at common law, it is the
estate trustee, rather than the estate that incurs liabilities.®° The estate trustee
should therefore be cognizant of sources of personal liability, beyond income tax,
before making any distributions from the estate.

Sources of non-tax potential liability include, but are not limited to:

e liability in contract® - including funeral directors, realtors, lawyers,
accountants, appraisers, investment manager and other professionals;®"

e creditors of the estate,®?

e costs in respect of litigation against beneficiaries or third parties®3; and

e claims by beneficiaries in respect of the administration of the estate.

Our paper will address tax related trustee liability risks.

Not only must trustees meet their fiduciary obligations to act in the best interest of
the beneficiaries, but they must also act in the best interest of the tax department. It
is important to note that liability does not lie only with the incumbent trustee. Former
trustees are also at risk for the inability to pay taxes or for interest and penalties
arising from actions under their tenure.

The personal liability of a legal representative for a deceased’s unpaid tax liability
and related interest and penalties is limited to the value of distributed property over
which the legal representative had possession and control.%* Where circumstances
precluded the trustee from filing returns on time, a request for relief from interest and
penalties pursuant to subsection 220(3.1) of the Act should be considered.®®

In cases where the estate does not have enough funds to pay some or all of the
estate’s outstanding tax obligations, the CRA can only collect the outstanding
amounts from the Trustee if the deficiency arose due to distributions or use of estate
assets authorized during the trustee’s tenure.%

88Subparagraph 55(5)(e)(i) of the Income Tax Act

89 Bott Estate (Trustee of) v. Macaulay, 2005 CarswellOnt 3743 at para. 19

%0 Cullity, J., Personal Liability of Trustees and Rights of Indemnification [1996] 16 E.T.J. 115

91 Nicolau v. McLennan & Associates, 2013 ONSC 1622 at para. 12

92 O’Dwyer v. Dominion Soil Investigation Inc., 1999 CarswellOnt 54 (Ont. Gen. Div.) at para. 112
98 Simon Estate v. Rapanos, 2005 CarswellOnt 8107

9 CRA Views, Conference, 2011-0429101C6

9 Technical interpretation 2010-0377091E5
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Personal liability for income tax can be avoided by executors if they obtain an
income tax clearance certificate pursuant to a section 159 of the Act®” from the CRA
(“Clearance Certificate”) or provide adequate security, pursuant to subsection
159(2)of the Act before each distribution is made.®8 It is the authors’ collective
experiences that the option to furnish security is not commonly used.

Failure to obtain a Clearance Certificate (or furnish security) leaves an executor
personally liable for the estate’s unpaid taxes, interest and penalties to the extentof
the value of property distributed.®® While the recipients of the distributions are also
jointly and severally liable for these shortfalls pursuant to subsections 160.2(1) and
160.2(2) of the Act, the CRA will pursue any and/or all of the parties.

Where a trustee has created a shortfall by distributing too many assets, the trustee
can attempt to have the beneficiaries return the excess but this often doesn’t
transpire.

Some steps that can be taken before making distributions from the estate to
minimize a trustee’s personal exposure to liability, particularly in the context of the
resolution of an estate litigation dispute include, but are not limited to:

1. Obtaining a certificate of appointment of estate trustee;®

2. Publishing a Notice to Creditors to obtain liability protection available pursuant
to section 53(1) of the Trustee Act;101

3. Approval of the administration of the estate by way of releases’®? or applying
to pass their accounts;'03

4. Ensuring that all outstanding claims with third parties are resolved;'%4

5. Complying with any reporting and withholding requirements for distributions to
non-residents; and

6. Holding back funds pending receipt of a Clearance Certificate

Where trustees must make interim distributions to beneficiaries prior to obtaining a
Clearance Certificate it is strongly recommended that an appropriate holdback be
determined’® and that the estate trustee obtain an indemnity in the event the
holdback is insufficient.196

Often, when litigation is being settled, there is no time to obtain a Clearance
Certificate in advance. Executors and trustees should be cognizant of the exposure
and ensure that settlements include provisions to withhold from the settlement, an

97 Not to be confused with s. 116 clearance certificates, which apply exclusively to non-residents - a
topic beyond the scope of this paper.

98 An estate trustee that makes a distribution prior to obtaining a Clearance Certificate can be
personally liable pursuant to subsection 159(3) of the Income Tax Act.

99 Subsection 159(3) of the Income Tax Act

00 Arieh A. Bloom, "The Case for Probate: Not Just a Tax", Annual Review of Civil Litigation 2017
101 Dale Estate, Re, 2017 CarswellOnt 1973

1021n Brighter v. Brighter Estate, 1998 CarswellOnt 3113, Sheard J. clarifies that an executor has no
right to hold any portion of the distributable assets hostage in order to exhort from a beneficiary an
approval or release of the executor’s performance of duties as trustee, or the executor's
compensation or fee.

103 Sheard Estate, Re, 2013 ONSC 7729 at para. 26

104 Commander Leasing Corp. Ltd. v. Aiyede, 1983 CanLlIl 1649

105 Trezzi v. Trezzi, 2023 ONSC 4696 at para. 62

106 Muth Estate, 2019 ABQB 922
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appropriate amount to cover possible exposure for tax, interest and penalties until a
Clearance Certificate is received.

These indemnities do not seem to be of the type that would require the disclosure
under the mandatory disclosure rules in the Act.'” However, we caution advisors to
review these hallmarks before approving settlements as failure to report these types
of transactions can expose the advisor to significant penalties and extend the
estate’s normal reassessment period.

CONCLUSION

Apparent success at mediation can quickly turn to failure if the income tax
implications of proposed settlements are not considered. Similarly, a stalled
settlement may be revived by tax planning to free up more assets with which to
settle. Something as simple as a rollover of RRSP or RRIF funds to the RRSP, RRIF
or RDSP of a child financially dependent on a deceased due to physical or mental
infirmity, can redirect funds destined for the tax department to the settlement.

Some of the issues addressed herein include inadvertent loss of testamentary
status, taxable dispositions of interests in estates, resettlements of estates, battles
over joint ownership, trustee liability, failed post-mortem planning strategies,
acquisition of control of corporations, improperly implemented butterfly
reorganizations, filing requirements and rollovers of registered retirement plans.

Although the list of potential risks is much longer, the matters raised in this paper
should highlight that making informed decisions necessary for settlement requires
the input of a qualified tax specialist to review the pros, cons and risks of
contemplated settlement terms.

107 Section 237.3 of the Income Tax Act
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