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The tax-free savings
account (TESA) was intro-
duced by the 2008 Federal
Budget, effective 2009,
Under current legislation
contained in the Income
Tax Act,) residents of
Quebec are subject to a
particular tax disadvantage
when a TFSA is transferred
fo 2 swrviving spouse or
common law partner
(hereinafter, a “surviving
spouse™).

The disadvantage arises in
part from Quebec legisla-
tion concerning asset
transfers on death, Perhaps
because of its civil law tra-
dition, or because its pro-
bate fees are negligible,
the general rule in Quebec
is that assets, including
TFSAs, are transferred on
death only through the
estate, usually by a will
bequest.? This is in con-
trast to the commeon law
provinces, cach of which
has recently passed legis-
Jation aimed at aliowing
TFSAs to transfer on
death either through the
estate, or by written instru-
ment made outside of a
will that designates the
recipient of benefits (here-
inafter, a “beneficiary des-
ignation™).?

If a TFSA is to be trans-
ferred to a surviving spouse,
then the TFSA provisions
contained in the Act are
more tax-wise when the
recipient of benefits is
named by a beneficiary
designation in a TFSA
arrangement, rather than
by will. This is because
under such a beneficiary
designation, the TSFA is
antomatically transferred
to a person referred to in
the Act as a “successor
holder,” which firstly sim-
plifies the transfer, and
secondly avoids post-
mortem taxation of any
income or increases in value
unier the TSFA. In contrast,
under a will bequest the
surviving spouse is nof a
successor holder under the
Act but can contribute into
his or her own TFSA the
balance of the assets of the
TSFA of the deceased tax-
payer. In its 2008 “Ques-
tions and Answers about
Tax-Free Savings Account”
to TFSA issuers, the Canada
Revenue Agency (CRA)
commented as follows on
the less advantageous tax
treatment fo the surviving
spouse of TESA assets
transferred by will bequest
rather than by beneficiary
designation:

“The arrangement is
deemed for certain
provisions of the Act to

K _ continue to be a TFSA

until the end of the year
following the year in
which the holder dies or
when the trust ceases to
exist, if earlier. The main
effect of this deemed
rule is that the trust con-
tinues to maintain its
tax-exempt status dur-
ing this exempt period.

“Any payments made by
the trust to the benefi-
ciary during this exempt
period are required to be
included in the benefi-
clary’s income to the
extent that the payment
represents the distribu-
tion of income earned
on, or appreciation in
the value of, the trust’s
property during the
exempt period. This
payment will have to be
reported on a T4A as
‘other income.’

“If the TFSA still exists
after the exempt period,
the trust will be taxable
from that point forward
and will be treated as
having disposed of, and
reacquired, its property
for its FMV at that
time, The issuer will

be required to file a T3
Trust Income Tax and
Information Return for
every year beyond the
exempt period that the
estate remains unsettled.




“Under certain condi-
tions and limits, the sur-
vivor may contribute an
amount into their own’
TFSA without affecting
their own TFSA contri-
bution room. One of the
conditions is that the
survivor must designate
these contributions as
exempt contributions by
filing with the CRA a
prescribed form within
30 days of making the
contribution. In addition,
the contributions must
be made within the end
of the year, after the year
of death of the deceased
spouse. Upon receiving
the prescribed form,
CRA will disregard these
contributions in the
caleulation of the TFSA
room limit. These
contributions must be
reported by the financial
industry as regular con-
tributions.”

Hence, the less advanta-
geous tax treatment is that
income and increases in
fair market value under the
TSFA during the post-
mortem period up until

the TSFA being paid out to
the surviving spouse as
referred fo in the CRA’s
abovementioned comment,
will be taxable simply ifthe
beneficiary is not named in
a beneficiary designation
{(pursuant to paragraph
12(1)(z.5) and subsection
146.2(9) of the Act). This
approach contrasts with
the regime applicable for
RRSPs, which is tax neu-

{ral as to the method of
naming beneficiaries,
Under the RRSP regime,
where an annuitant of an
RRSP dies hefore the plan
matures, the amount
received as a refund of
premiums under paragraph
146(1)(h) of the Act can be
rolled over to the surviving
spouse’s RRSP under para-
graph 60(1) of the Act, and
it does not matter whether
the surviving spouse’s
entitlement arises by will,
by a beneficiary designa-
tion under the RRSP or
pursuant to an election of
the surviving spouse and
the legal representative of
the deceased under subsec-
tion 146(8.1) of the Act.

In addition to this particu-
lar disadvantage, a further
disadvantage that occurs
when the surviving spouse
is not named in a benefi-
ciary designation is that the
risks and consequences aris-
ing from a fluctuation in
the value of the deceased’s
TESA between the date of
death and the date of final
distribution of the TFSA,
are borne by the surviving
spouse. This is because the
“exempt contribution” (as
defined in subsection
207.01 of the Act) to the
TFSA of a surviving
spouse cannot exceed the
lesser of the fair market
value of the TFSA of the
deceased at the time of
death, or the payment
made to distribute (within
the calendar year which
begins afier the TFSA

holder dies) the TFSA of
the deceased. Thus, the
further disadvantage is that
an increase in the value of
a TFSA between the date
of death and the date of
the above-mentioned final
distribution of the TFSA
cannot be contributed to the
surviving spouse’s TESA
(nor can any decrease in
the value of a TFSA dur-
ing that period be carried
back and deducted on the
deceased’s final tax return).

On Oct. 16, 2009, Minister
of Finance Jim Flaherty
announced technical
amendments to the TSFA
legistation.* It is unfortu-
nate that the announcement
did not include any pro-
posals to fix the less pref-
erential tax treatment
afforded to the surviving
spouse of TFSA assets that
arc transferred by will be-
quest rather than by direct
beneficiary designation.
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