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DAVID A ALTRO AND HADIELIA YASSIRI EXPLORE THE US TAX IMPLICATIONS OF CANADIAN ESTATE FREEZES

DEEP FREEZE

TWO NEW CLIENTS, Robert and Cindy, 
reside in Toronto with their children. 
Robert and the children are dual US-
Canadian citizens; Cindy is a Canadian 
citizen only. The family net worth is 
CAD30 million. Robert owns 100 per cent 
of a holding company (Holdco), which 
owns 100 per cent of an operating 
company (Opco) worth CAD10 million. In 
2015, the family was advised to proceed 
with a reorganisation and estate freeze. 
New preferred shares of CAD10 million 
were issued to Robert, with voting and 
redemption rights. A discretionary family 
trust was settled, which subscribed to the 
new common shares. Robert is the trustee, 

and the beneficiaries are Robert, Cindy 
and the children. The family decide  
to review their planning from both  
a Canadian and a US perspective. 

THE ISSUE
The principal concern is whether the 
Canadian planning strategy of an estate 
freeze is recognised on the US side, given 
the dual citizenship of Robert and the 
children. Although there are a number  
of mechanisms built into the US Internal 
Revenue Code (the Code) and the Canada-
United States Income Tax Convention (the 
Convention) to prevent double taxation, 
certain tax-advantaged Canadian 
structures may not receive favourable  
US tax treatment. 

THE CANADIAN PERSPECTIVE 
A corporate reorganisation is often used 
to freeze the capital gains tax (CGT)  
at current values where the value of a 
business, in this case Opco, is expected  
to increase. The freeze can multiply the 
Canadian lifetime CGT exemption (the 
CGE), which is currently CAD848,252 per 
person, across multiple beneficiaries to 
the extent a sale of qualifying shares of  
a frozen corporation takes place. 

From a Canadian perspective, an  
estate freeze can be an attractive  
strategy. But for families with US  
citizens, it can have some unexpected  
and adverse consequences.

ESTATE FREEZES AND US GIFT TAX
Section 2701 of the Code contains a special 
valuation rule that can have disastrous 
consequences for a US citizen who 
undertakes an estate freeze. It applies 
where a US citizen transfers ‘junior 
equities’ to members of the transferor’s 
family while retaining an ‘applicable 
retained interest’. Where the initial 
shareholder keeps preferred shares and 
common shares are issued to family 
members, including through a family 
trust, the entire value of the frozen 
company is treated as a taxable gift to  
the recipient family members. As a result, 
there is no freeze. 

Here, a taxable gift may have occurred 
in an amount equal to the redemption 
value of Robert’s freeze shares of  
CAD10 million. Current US law entitles  
US citizens to an annual gift tax exemption 
of USD152,000 for gifts to a non-US 
spouse. A gift to anyone other than a spouse 
is subject to an annual gift tax exemption of 
USD15,000. Any gift above the annual gift 
tax exemption is subject to US gift tax at 
graduated rates up to 40 per cent, unless 
the US citizen elects to utilise a portion of 
his lifetime gift tax exemption. The current 
lifetime gift tax exemption is USD11.2 
million. On death, the unused portion of 
the lifetime gift tax exemption becomes  
the estate tax exclusion amount.

No gift tax return Form 709 was filed 
with the Internal Revenue Service. 

KEY POINTS
WHAT IS THE ISSUE?  
US persons living in Canada, who 
implement an estate freeze, are affected 
by various US tax issues.

WHAT DOES IT MEAN FOR ME?  
Practitioners with Canadian-based US 
clients should familiarise themselves 
with the applicable provisions under the 
US Internal Revenue Code that adversely 
affect Canadian corporate reorganisation 
and estate-freeze planning.

WHAT CAN I TAKE AWAY? 
An understanding of the tax issues that 
may apply to US clients living in Canada.
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Robert could be assessed for the tax at  
40 per cent on the CAD10 million less  
the annual gift tax exemption.

US GRANTOR TRUST RULES 
Sections 671–679 of the Code contain  
a set of rules called the ‘grantor trust 
rules’, which are an exception to the 
principle that a trust is a separate person 
for income tax purposes. Grantor trusts 
are disregarded for all US income tax 
purposes, and income paid to the trust  
is taxed in the hands of the grantor. The 
rules deem trust assets to be owned by  
the transferor. Triggers for grantor trust 
treatment include the grantor having 
retained power over the administration  
or distribution of trust assets. Most 
commonly, where the grantor and/or  
the grantor’s spouse are trustees and 
beneficiaries of the trust, the rules  
are triggered. 

It is likely that Robert would be 
considered the owner of the assets held  
by the trust. This has the following 
implications from a US perspective:
• since Robert is deemed to be the owner 

of both the preferred and common 
shares, no gift has been made and 
therefore the transaction would not  
be subject to the gift tax rules; and

• because Robert is deemed to be the 
owner of all the shares, the CAD10 
million share value and all future 
growth would be included in his estate 
for US estate tax purposes.
The rules contribute to a mismatch in 

planning between the Canadian and US 
sides. From the Canadian perspective, 

there is a freeze on the value of Robert’s 
preferred shares in Holdco. From the US 
perspective, there is no freeze. 

ESTATE TAX CONSEQUENCES
The US estate tax regime is fundamentally 
different than the Canadian system for 
taxation on death. The US taxes the fair 
market value (FMV) of the estate (based 
on value and not on gain), while Canada 
imposes a CGT (based strictly on gain) as 
though assets were sold immediately prior 
to death. 

The US estate tax rules apply to Robert 
regardless of where he lives. These rules 
impose a tax (at graduated rates from 18 to 
40 per cent through the first USD1 million, 
after which the maximum rate applies) 
calculated on the FMV of all of Robert’s 
assets anywhere in the world at his death. 

On Robert’s death, s.2036 of the Code 
applies to include the value of all the 
shares held by the family trust in Robert’s 
estate because he retained an interest 
through his control as trustee and as 
grantor. Section 2041 provides another 
basis for including the trust assets in 
Robert’s estate, because Robert has a right 
to distribute the trust capital to himself 
under a ‘general power of appointment’. 

The current US rules for estate tax 
calculation provide for an ‘applicable 
exclusion amount’ of USD11.2 million.  
The value of an estate greater than such 
amount is subject to estate tax at 40 per 
cent. The applicable exclusion amount is 
reduced by any gifts in previous years that 
exceeded annual exemption thresholds. 

Article XXIXB of the Convention1 
allows for a marital credit that may offset 
some of the US estate tax on assets left to  
a non-US citizen surviving spouse who is  
a Canadian. This effectively doubles the 
applicable exclusion amount. But, if 
Robert dies after Cindy, his estate will  
not be eligible to claim the Convention 
marital tax credit, substantially 
increasing his estate tax liability. 

With a family net worth of CAD30 
million, if Robert dies first, he would be 
entitled to pass USD22.4 million to Cindy 

with no US estate tax. The value above  
this amount would be subject to US estate 
tax at a 40 per cent rate, resulting in a tax 
burden of over USD3 million. Note there 
are certain mitigating tax strategies 
available, as discussed in our May 2018 
STEP Journal article.2 If Robert dies 
second, his estate would be subject to over  
USD7.5 million in taxes. Also, as second  
to die, Robert’s estate will be liable for the 
Canadian CGT on death, in respect of both 
his and Cindy’s assets, which he would 
have received on a rollover basis. 

SALE OF OPCO
From the Canadian perspective, the 
family trust is the shareholder of the 
business’ common shares. If Robert  
were to sell Opco, which is owned by 
Holdco, the trust structure allows for  
the multiplication of the CGE and each 
family member would have access to a 
CGE amount up to CAD848,252, provided 
that such shares are purified. But the US 
grantor trust rules would deem Robert  
to be the owner of the common shares,  
and the other family members would not 
have access to such shelter from CGT. 

CONCLUSION
It is our recommendation that US citizens 
living in Canada do not implement an 
estate freeze, given the various rules and 
estate tax consequences. 

‘The US taxes the fair 
market value of the estate 

(based on value and not 
on gain), while Canada 

imposes a CGT (based 
strictly on gain)’
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1 bit.ly/2E70qSF  2 D. A. Altro and M. Wolch, ‘Treaty Tips and 
Tricks’, STEP Journal (Vol26 Iss4), pp.35–37
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