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REFERENCE GUIDE

SPENDING TIME IN THE US
Canada - US Cross-Border Tax Issues for Canadians

INTRODUCTION

Canadians who spend considerable amounts of time in the US should be aware
of the US and Canadian income tax issues that can arise in these circumstances.
This Reference Guide outlines these tax issues.

Please note:

< This Reference Guide is intended for Canadian individuals and couples who
are not US citizens or Green Card holders and who have not been US
citizens at any time in the preceding 10 years. US citizens, Green Card
holders and individuals who were citizens of the US within the past 10 years
are subject to very different rules and should consult with qualified cross-
border legal and accounting advisors regarding their situation.

< This Reference Guide deals only with applicable US federal income taxes in a
general manner. It does not deal with state and local income taxes, which
may also be applicable in certain circumstances.

< For more specific advice relating to your situation, you should consult with
qualified cross-border tax professionals.

The following topics are covered in this Reference Guide:
< US federal income tax issues

e Deemed US Resident?

e “Closer Connection”

e The Canada-US Tax Treaty

e Working in the US
% Canadian income tax issues
< Other matters to consider
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US FEDERAL INCOME TAX ISSUES
Deemed US Resident?

If you spend a significant amount of time in the US each year, you may be
considered to be a US resident for US federal income tax purposes. This would
mean that you may have to file US tax returns and would be subject to US taxes
on your worldwide income. By comparison, if you are not considered to be a US
resident, you would generally only be subject to US income tax on your US-
source income.

Under the US income tax rules, you will be considered to be a US resident for
any calendar year if one of the following applies to you:

< If you hold or obtain a Green Card during the year, or

< If you meet the “substantial presence” test — that is, if you were “physically
present” in the US on at least 31 days in the current year and on at least 183
days in total during the three-year period consisting of the current year and
the previous two years, counting as follows:

e The total number of days spent in the US in the current year, plus
e 1/3 of the number of days spent in the US in the preceding year, plus
e 1/6 of the number of days spent in the US in the second preceding year.

As a result of this formula, it is possible that you may be considered to be a
resident of the US in a particular year even if you were present in the US for
less than 183 days in that year.

By way of example, if you spent 126 days in the US (slightly more than four
months) in each of the current year (Year 3) and the previous two years (Year
2 and Year 1 respectively), you would be considered resident in the United
States in Year 3 (126 days in Year 3 + 1/3 of 126 days in Year 2 + 1/6 of 126
days in Year 1 = 189 days).

It is therefore important for individuals who travel to the US to track their time
in the US and run the “substantial presence” test on an annual basis.

“Closer Connection”

If you meet the “substantial presence” test described above, but spent less than
183 days in the US in the current year, you may be able to avoid being treated as
a US resident (and instead be treated as a “non-resident alien”) if you
demonstrate to the US Internal Revenue Service (the “IRS”) that you have a
“closer connection” to Canada than to the US — that is, that you maintained more
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significant ties with Canada than with the US. This is determined by a careful
review of numerous facts and circumstances, such as the following:

< The country of residence you designate on forms and documents;
< The types of official forms and documents you file in the US;
< The location of:

e your family;
e your permanent home;

e your personal belongings, such as vehicles, furniture, clothing and
jewellery;

e your current social, political, cultural or religious affiliations;

e your business activities;
<+ Where you hold a driver’s license; and
< Where you vote.

Your permanent home can be a house, apartment or furnished room, and can be
owned or rented. However, the home must be available to you at all times,
continuously, and not only for short stays.

To claim a “closer connection”, you must file IRS form 8840 in the US by June 15
of the following year. This form must be filed for any year that you would
otherwise be deemed to be resident in the US for US tax purposes. If the form is
not filed, you may jeopardize your claim and trigger US income tax liability.

If you are found to have a closer connection to Canada, you would be considered
to be a “non-resident alien” for US income tax purposes, and would be subject to
US tax only on your US-source income, as described below.

Note that you cannot claim a “closer connection” if either of the following applies:

< You personally applied, or took other steps during the year, to change your
status to that of a permanent US resident, or

<+ You had an application pending for adjustment of your status during the
current year.
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The Canada-US Tax Treaty

Even where you meet the above substantial presence test and spent 183 days or
more in the US in the current year, you may be able to use the Canada-US
Income Tax Convention (the “Treaty”) to maintain your Canadian residency
status. However, this protection is not as broad as being treated as a non-
resident using the “closer connection” rule described above, since you would
have to file a US non-resident income tax return (IRS form 1040NR).

There is an order to the factors that are used to determine an individual's
residency under the Treaty. Each factor supersedes the subsequent factors —
that is, once one of the determining factors is met in assessing residency, the
subsequent factors become irrelevant. The factors are determined in the
following order:

1. Location of your permanent home (whether owned or leased)

If, however, you have a home available to you in both countries, or in
neither country, the next factor comes into play.

2. Where you have closer personal and economic ties

Items considered here include the location of your investment accounts,
where your credit cards were issued, where your family and friends are
located, what mailing address you use, where you have your medical
coverage, where your driver’s license was issued, the location of your club
memberships & religious affiliations, etc.

3. Your habitual abode

This test can be thought of as “where you tend to be found” or “where you
spend most of your time”.

4. Your citizenship
5. Competent authorities

This factor represents a last resort, where none of the above tests
determine where you are considered resident (either because both
countries come out equally or neither country seems to apply). In this
situation, the Canadian and US governments are asked to jointly
determine an individual’'s residency.

Working in the US

If you are an employee resident in Canada (and not a US citizen or Green Card
holder) and you are sent to work temporarily in the US, your employment income
for the time you were physically working in the US is US-source income.
Accordingly, you may be subject to US federal income tax and, depending on the
state involved, state income tax as well.
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There is, however, some relief from US federal tax (though not US state tax)
available under the Treaty if one of the following conditions appliesy:

< Your income from that employment in the US is less than US$10,000, or

< You were present in the US for less than 183 days in the year, including work
and non-work days, and your remuneration was not paid by a US employer
either directly to you or indirectly (for example, by a US employer reimbursing
your Canadian employer).

If you qualify for relief under the Treaty, your employer must have you complete
IRS form 8233 which the employer would then certify and submit to the IRS.

If you do not qualify under the Treaty, your employer may be required to withhold
US tax from your earnings and report your income and the amount withheld to
the IRS.

If you are self-employed, your US-source earnings are only taxable in the US if
you have a fixed base in the US, and only to the extent that the income is
attributable to that fixed base.

Regardless of whether you qualify for relief under the Treaty, you are required to
file a US income tax return (IRS form 1040NR) when you earn US-source
income. Depending on the state you worked in, you may also have to file a tax
return in that state.

CANADIAN INCOME TAX ISSUES

If you develop closer ties to the US than to Canada and, as a result, become
resident in the US under the Treaty, you may also trigger unintended Canadian
tax consequences.

If you are determined under a tax treaty to be resident in a country other than
Canada and not to be resident in Canada, then for Canadian income tax
purposes, you will be deemed to be a non-resident. Consequently:

< you would be deemed to have disposed of certain of your property in the year
you were deemed to become a non-resident for proceeds equal to fair market
value, which could trigger a significant Canadian tax liability. This is known
as “departure tax”; and

< you would also be subject to Canadian withholding taxes on your Canadian-
source income.

Please see our Reference Guide on Ceasing Canadian Residence for a more
detailed discussion of the departure tax.
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OTHER MATTERS TO CONSIDER

In addition to potential income tax issues, there are other matters that you may
wish to consider in connection with spending time in the US. Some of these are
outlined below:

Health Care Needs

You should check the extent to which you have coverage through your provincial
and private health plans for out-of country health care. Such coverage is
generally quite limited, while the cost of health care in the US can be prohibitive.
Accordingly, you should consider purchasing supplementary health coverage for
the period of time that you will be out of Canada.

Here are some important factors to keep in mind when deciding on supplemental
travel health coverage:

e Review the health insurance policy carefully before you buy it.

e Check in particular for the following to make sure that the policy meets
your needs:

What coverage does it provide?

What are the limitations and exclusions?

What are the implications if you have a pre-existing health condition?
What is the maximum coverage provided?

In what currency is the coverage provided?

What is the deductible amount?

e Consider whether you should purchase multi-trip insurance, which may be
worthwhile if you will be traveling out of Canada several times throughout
the year.

Powers of Attorney

If you spend a considerable amount of time in the US each year, it may be
advisable to ensure that you have appropriate documentation in place to appoint
someone to act on your behalf in the event that you become unable to look after
your financial matters or make health care decisions for yourself. This could
arise as a result of iliness, injury, or other cause.

You might therefore consider consulting with professional legal advisors in the
US about whether your Canadian Powers of Attorney for Property and for
Personal Care would be adequate for use in the United States or whether you
should have separate documents prepared.
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Separate Wills to deal with US property

If you own real estate in the US, such as land, or a home, condominium, or other
building, you may wish to consider having a separate Will prepared specifically
for use in the US to deal with your US assets.

Often referred to as a “separate situs Will”, such a Will can help to reduce
difficulties that can arise in trying to probate a Canadian Will in the US.

If you have a separate situs Will prepared to deal with your US property, you
should ensure that your Canadian and US Wills are drafted appropriately so that
they do not inadvertently revoke each other.

Canadian and US customs and border rules

Before you travel between Canada and the US, you should familiarize yourself
with all Canadian and US customs and border-crossing rules and requirements
that may apply to you. This might include, for example:

e travel document requirements, and

e what you are allowed to bring into the other country and what items are
prohibited or restricted. Examples of prohibited or restricted items may
include certain food items, plants, live animals, medications and alcoholic
beverages.

CONCLUSION

If you spend significant amounts of time in the US, you should closely monitor the
amount of time you spend in the US each year. You should also run the
“substantial presence” test every year, to ensure that you are not deemed to be a
US resident for US tax purposes.

There are many complex issues and options to consider when dealing with the
interaction of Canadian and US taxation. This is only a very brief overview of
one aspect of these issues. We recommend that you obtain advice from
qualified cross-border tax advisors to ensure that you optimize your Canadian
and US tax situation.

If you own, or intend to acquire, residential real estate or other property in the
US, other tax issues should also be carefully considered. Please refer to our
Reference Guide on Owning Residential Property in the US. You may also wish
to refer to our Reference Guide on US Estate Tax.
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