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New Estate and Trust Tax Regime — Welcome Relief 
Announced  
 
January 20, 2016 
No. 2016-03 

Finance released draft legislation that provides welcome relief for trusts and estates affected 
by the "graduated rate estate" rules. The draft legislation, released on January 15, 2016, 
includes greater flexibility for a deceased’s estate to claim charitable donations and restores 
the tax treatment of deemed capital gains for a life interest trust back to the tax rules that 
existed before January 1, 2016. The deadline to provide comments on the draft legislation is 
February 15, 2016 

Specifically, the draft legislation proposes to: 

• Extend the time allowed for a deceased's estate to make charitable donations. 
• Allow income that is deemed to be recognized upon a life interest beneficiary’s death 

(e.g., a spouse in a spousal trust) to be taxed in the life interest trust (e.g., a spousal 
trust) instead of in the life interest beneficiary’s estate. This proposed change has 
restored the tax treatment of a deemed capital gain back to the tax rules that existed 
before January 1, 2016 where deemed capital gains recognized upon a life interest 
beneficiary’s death were taxed in the life interest trust.   

• Allow donations made by a life interest trust after the life interest beneficiary‘s death to be 
claimed in the trust's deemed year-end that arises on this death.  

These proposed amendments apply to the 2016 and subsequent taxation years. 

The proposals address issues that the estate and trust community identified as inequities 
with the new graduated rate estate trust rules.  

These proposals are all subject to various conditions being met, and are discussed below.  

What is a "graduated rate estate"? 
In general, a graduated rate estate (GRE) is an estate that that arose on, and as a 
consequence of, an individual’s death. A GRE can only exist up to 36 months after an 
individual's death and it must meet the definition of a "testamentary trust". If an estate 
qualifies as a GRE then it is eligible for graduated tax rates (rather than being taxed at the 
top marginal rate like other estates and trusts.), among other things. To qualify as a GRE 
an estate must file a timely election indicating that it is a GRE in its first tax year (see 
TaxNewsFlash-Canada 2015-31,”New Estate Tax Changes — Act Before December 31”.  

https://www.kpmg.com/Ca/en/IssuesAndInsights/ArticlesPublications/TNF/Documents/tnfc1531.pdf
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Donations made by a deceased's estate 

The draft legislation provides greater flexibility to a deceased's estate for claiming charitable 
donations. 

Current rules 

The current rules, which became effective January 1, 2016, provide that a GRE can claim a 
donation tax credit as follows: 

• In the deceased's terminal income tax return or the immediately prior year (the maximum 
charitable donation that can be claimed is 100% of net income) 

• In the estate's tax return for the year the donation is made, a prior tax return of the estate, 
or the estate's tax return for five years following the year of the donation (the maximum 
charitable donation that can be claimed is 75% of net income). 

Further, only an estate that is a GRE qualifies for the 0% capital gain inclusion rate that 
applies to donations of qualifying securities, ecological gifts, or cultural property. 

In summary, if an estate is not a GRE then it cannot claim donations in a deceased’s terminal 
return or his or her immediately prior year return, or in the estate’s prior year returns. An 
estate that is not a GRE can only claim a donation in the year a gift is made or in the five 
subsequent years. As a result, under the current rules, a donation must be made within 36 
months of an individual’s death to be eligible for the flexible donation rules. 

Proposed amendments 

Finance’s draft legislation proposes to allow an estate to make a donation within 60 months 
of an individual’s death, instead of the current rules which requires that donations be made 
by a GRE within 36 months of an individual’s death. Also, the draft legislation proposes to 
allow the 0% capital gain inclusion rate for a gift of qualifying securities, ecological gifts or 
cultural property, for gifts made by an individual's former GRE if the gift is made within 60 
months of an individual’s death.  

KPMG observations 
The extension of time to make a donation from 36 months to 60 months will be beneficial 
for complex estates that cannot make a donation within 36 months of an individual's death. 

Life interest trusts — Tax liability on a beneficiary's death 

The proposed amendments affect the taxation of a life interest trust's income (i.e., the income 
of joint partner, alter-ego, and spousal trusts) that occurs upon the life interest beneficiary’s 
death (i.e. deemed gains). The proposed rules allow this income to be taxed in the trust 
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instead of in the beneficiary's final income tax return, subject to a joint election. This 
proposed change has restored the tax treatment of a deemed capital gain back to the tax 
rules that existed before January 1, 2016 where deemed capital gains recognized upon a life 
interest beneficiary’s death were taxed in the life interest trust.   

Current rules 
 
Under the current rules, a life interest trust has a deemed year-end on a life interest 
beneficiary’s death (i.e., a spouse beneficiary in spousal trust, a settlor in an alter-ego trust 
and the survivor of the settlor and their spouse in a joint partner trust). Further, the trust 
income for that particular year—including capital gains triggered as a result of the death—is 
deemed to have become payable to the life interest beneficiary, and not payable to any other 
beneficiary. As a result, all of the trust's income for the particular year must be included in the 
beneficiary's final income tax return. 

KPMG observations 
Under the current rules, because all of the trust's income (including deemed capital gains) 
will be taxed in the deceased beneficiary's terminal tax return instead of in the trust, the 
beneficiary's estate will bear the tax liability. This will be the case even though the trust's 
property will be enjoyed by the trust's capital beneficiaries. If the beneficiaries of the 
deceased's estate are different from the trust's capital beneficiaries, this could result in 
inequities as the tax may be borne by persons who are not entitled to the assets.  

 Proposed amendments 

Finance has proposed amendments to tax income that is deemed to be recognized upon a 
life interest beneficiary’s death in the trust, which is consistent with the rules that existed 
before 2016. However, an election can be made to have the deemed gain arising from the 
death of a life interest beneficiary of a testamentary spousal trust to instead be taxed in the 
life interest beneficiary’s terminal return, in certain circumstances. In particular, the income 
may be taxed in the beneficiary’s terminal tax return if all of the following apply: 

• The life interest beneficiary is resident in Canada immediately before his or her death 
• The trust is a testamentary spousal or common-law partner trust 
• The trust was created by the will of a taxpayer who dies before 2017 
• The trust, together with the deceased's life interest beneficiary's legal representative 

administering his or her graduated rate estate, make a joint election in prescribed form  
• The trust's T3 trust return and the deceased individual's T1 personal income tax return 

both include a copy of the joint election. 

The explanatory notes accompanying the draft legislation state that the joint election will be a 
prescribed form that will include a requirement for the individual's Social Insurance Number 
and the trust's tax account number. 
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KPMG observation 
Although these amendments restore the tax treatment of deemed gains back to the rules 
that existed before January 1, 2016 (and eliminate any inequities noted above), there is 
still a deemed year-end under the proposed amendments and, thus, two separate tax filing 
requirements.  

Under the proposed amendments, capital gains triggered as a result of a life interest 
beneficiary’s death can be included in the life interest trust's income, which reflects the tax 
treatment before the current rules came into effect January 1, 2016. As a result, traditional 
loss carry-back planning can be undertaken under the proposed amendments, although 
there is still one less calendar year to do loss carry-back planning because of the deemed 
year-end arising from the life interest beneficiary’s death.  

The proposed election that can be made by a testamentary spousal trust where the 
spousal trust was created under the terms of a will where an individual dies before 2017 is 
welcome news for estate plans that were revised or implemented under the assumption 
that the rules that became effective January 1, 2016 would not be amended. 

The joint election must be made by the trust and the legal representative administering the 
deceased individual's GRE. Where an individual has multiple wills and there is more than 
one executor, it is not clear if one or more executors will be required to sign the election on 
behalf of the individual's GRE. 

Life interest trusts — Wasted donation tax credits 

The proposed amendments address the issue of wasted donation tax credits that can arise 
under the current rules. Specifically, the proposed rules allow donations that are made after a 
life interest beneficiary’s death, but before the filing due date of the T3 trust return, to be 
claimed in the trust's deemed year-end arising on that death. 

Current rules 

Under the current rules, donation tax credits may be "stranded" in a trust in certain cases. For 
instance, if a trust makes a gift of property after the life-interest beneficiary's death, the 
donation tax credit will be in the trust but the income and capital gains realized from the life 
interest beneficiary’s death and the resulting income tax liability will instead be in the 
deceased beneficiary's final tax return instead of in the trust’s return. As a result, the estate 
incurs the tax liability but it is the trust that is eligible to claim the donation tax credit. The 
donation tax credit may be “stranded” in the trust if the trust does not have income tax 
otherwise payable which it can use to deduct the donation tax credit against.  

This issue is exacerbated because of a rule which deems the trust's taxation year to close at 
the end of the day on which the death occurs. Gifts made by the trust after the end of that 
day are made after the deemed year end. As a result, the donation tax credit cannot be 
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claimed in the trust’s taxation year in which the death occurs—the credit is only available in 
that later tax year or in a carry-forward year, and there is no ability to carry-back the donation.  

Proposed amendments 

Finance has proposed amendments to the charitable donations tax credit rules. Specifically, 
these changes allow a life interest trust to allocate the eligible amount of a donation made by 
the trust after the life interest beneficiary's death to the trust's deemed taxation year in which 
the death occurs, as long as the donation is made on or before 90 days after the end of the 
calendar year in which the death occurs.  

KPMG observations 
These amendments will now allow donations to be claimed in a life interest trust if made 
within the required time and thus resolves the issue of donations being “stranded” in a life 
interest trust. However, these relieving proposed provisions may not be sufficient where 
complex trusts exist. In this case, other planning opportunities, if the trust deed provides 
for such flexibility, will need to be explored.  

We can help 

Your KPMG adviser can help you assess the effect of these changes on your estate and 
donation plans to point out ways to take advantage of any benefits arising from the changes 
or help mitigate their impact. For details, contact your KPMG adviser. 
 

Download KPMG’s Tax Hub Canada app 
KPMG’s Tax Hub Canada app provides timely and convenient tax news to your iPhone, 
iPad, BlackBerry and Android. Download now. 
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