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Income splitting

The facts

An effective way to reduce
the family tax bill is through
the use of income splitting.
Income splitting involves
the transfer of income from
a family member in a high tax
bracket to one in a lower tax
bracket. There are a number of
rules, known as the “attribution
rules,” that have been enacted
to prevent the potential tax
savings that may be realized
from income splitting. However,
if properly structured, income
splitting strategies can save
significant tax dollars and leave
the family with more
after-tax funds.
This guide provides an overview
of the attribution rules, details
on what income splitting
techniques are restricted by
these rules, and some potential
tax saving strategies that are
permitted by the Income Tax
Act (Canada), — the “Act.”1

The attribution rules
The attribution rules are intended to prevent a taxpayer and
the taxpayer’s spouse2 or a related minor3 from splitting income from
property to artificially reduce the total amount of tax payable
on that income.
Note: Legal ownership of an asset will have no bearing on
the attribution rules.

Income from property
Income from property includes interest, foreign income, dividends,
rents, and royalties and is distinguished from employment income,
business income, and capital gains.

Property transferred or loaned to a spouse
or minor
The Act stipulates that where an individual transferred or loaned
property either directly or indirectly to:
• the individual’s spouse or a person who has since become
the individual’s spouse
• a related minor
any income from the property will be attributed back to the individual.
Any capital gain or loss on the disposition of the property by
the spouse, but not by the related minor, will also be attributed back
to the individual.
The Act also sets out more specific rules to restrict some of
the following income-splitting techniques and make sure that
the general rules above can’t be avoided.

Back-to-back loans
If an individual lends or transfers property to a third party and
the property is then lent or transferred to a spouse or related minor,
the attribution rules will apply to deem the property to have been lent
directly by the individual to a spouse or related minor.

Loan guarantees
If an individual guarantees the repayment of a loan for a spouse or
related minor, the loan will be treated as if the individual had made
the loan and the attribution rules will apply.
This guide looks at income splitting strategies from an individual perspective and doesn’t
consider corporate situations.
2
All references to spouse in this guide also include common-law partner as defined in the Act.
3
For the purposes of the attribution rules, a related minor means a person who hasn’t
reached the age of 18 before the end of the year and who doesn’t deal with the individual at
arm’s length, or is the niece or nephew of the individual.
1

2

However, an exception to this rule occurs if the recipient of the loan
(the spouse or related minor) paid a rate of interest equal to or
higher than the Canada Revenue Agency prescribed rate or
the commercial rate of interest in effect at the time the loan was made,
and all interest payable is paid within 30 days after the end of the year.

Repayment of an existing loan
If a loan that’s subject to the attribution rules is repaid with a second
loan from the same person, the attribution rules will apply to the second
substituted loan as if it were the original loan.

Substituted property
Where the attribution rules apply to income earned on property transferred
or loaned, it’ll also apply to property that has been substituted.

Transfers and loans to a trust
Property lent or transferred to a trust for the benefit of a spouse or
related minor is deemed to have been lent or transferred directly to
the beneficiary and the attribution rules will apply.
All income will be attributed to the transferor, but the amount attributed
won’t exceed the income actually allocated to a spouse or related minor
by the trust in that year.
Capital gains will be attributed only in connection with the spouse of
the transferor, and the amount of the capital gain attributed won’t
exceed the portion of the capital gain allocated to the spouse by
the trust in that year. Similar to the attribution rules surrounding direct
transfer to a related minor, capital gains earned through a trust for
the benefit of the related minor aren’t attributed to the transferor.

Reverse attribution
The Act also prohibits the manipulation of attribution rules to reduce
taxes where this is one of the main reasons for the transfer or loan of
property. This is known as reverse attribution and the attribution rules
don’t apply in such situations.

Reversionary trusts
As previously discussed, when an individual transfers property to
a trust for the benefit of a related minor, any capital gains realized on
the sale of that property won’t be attributed to the transferor.
However, when property is transferred to a trust under the terms
of which it may revert to the transferor, or the proceeds may not
be distributed without the transferor’s consent, all the income or
losses from the property and all the capital gains and losses from
disposition of that property will be attributed to the transferor.

Transfers of rights to income
The attribution rules will also apply when an individual simply directs
payments of funds to go to another individual. For example,
if a shareholder simply directs his dividend or bonus be paid to a spouse,
the taxation on those funds would be attributed to the shareholder.
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When the attribution rules
don’t apply
While the tax rules prevent income splitting in many situations, as
previously discussed, there are some instances where the attribution
rules don’t apply.

Marriage breakdown
Attribution of income between spouses doesn’t apply to the period
during which the transferor is living separate and apart from their
spouse because of a breakdown of their marriage. This principle also
applies with respect to capital gains or losses. However, the spouses
must jointly complete an election stating such and file it with
the transferor’s tax return.

Non-residents
The attribution rules won’t apply if the transferor or lender is a nonresident or becomes a non-resident; however, they may incur tax
consequences in their country of residence.

Death
The attribution rules will also cease to apply on the death of
the transferor or lender.

Capital gains of related minors
Attribution rules don’t apply to capital gains earned on property
transferred or loaned to related minors. Consequently, it may be
tax-effective to invest the transferred or loaned property in assets
that generate predominantly capital gains, such as shares in growth
companies, and allow the gains to be taxed to the related minor.
However, any dividends or interest would still be attributed back to

Since mutual fund corporations can only distribute ordinary dividends
or capital gains dividends, one strategy with funds transferred
or loaned to a related minor is to invest in corporate-class mutual
funds that don’t distribute ordinary dividends. This way, all of
the return would be either capital gains or return of capital and
wouldn’t be attributed back to the transferor or lender. For more
information, see Tax managed strategy 21, “Ideal Candidates for
Mutual Fund Corporations” (MK2529).

Transfers to children over the age of 17
The attribution rules apply to related minors, which requires that
the beneficiary be under the age of 18 at the end of the year. Therefore,
transfers or loans of property to children older than 17 won’t be subject
to the attribution rules provided that the general anti-avoidance rule
(GAAR) or subsection 56(4.1)4 of the Act don’t apply.
To be safe, a person requires a bona fide purpose for the transaction,
such as the funding of education or financing the purchase of a house
or car. Any tax benefit should be secondary to the main purpose of
the transfer or loan.

Income on income (secondary income)
As pointed out earlier, income from property transferred or loaned
to a spouse or related minor is attributed back to the transferor
or lender. However, if this attributed income is reinvested, it will
earn additional income (secondary income), which is taxed to
the recipient and not attributed back to the transferor or lender.

the transferor or lender.
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56(4.1) is an attribution rule of more limited application than those applicable to the individual’s spouse or related minor. It applies only to loans (not transfers) to adult taxpayers, and only where
income-splitting is one of the main reasons for the loan.
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For example, take a situation where a spouse transfers $100,000
to her husband, which he invests and earns $5,000, a five per cent
return. The $5,000 income would be attributed back to the wife;
however, if the husband were to reinvest the $5,000 of attributed
income and it earned $250 of secondary income, this income
wouldn’t be subject to the attribution rules and instead would be
taxed to him.
For administrative ease, it’s recommended that attributed income be
invested in a separate account from the transferred or loaned property.

Business income
The attribution rules apply to income earned from property but not to
business income. Therefore, a person can transfer or loan property to
a spouse or related minor for the purpose of earning business income
without having the attribution rules apply.

Interest-bearing loans
Loans made to a spouse or related minor that charge interest at
a rate equal to or greater than the lesser of CRA’s prescribed rate or
the commercial rate of interest in effect at the time the loan was
made aren’t subject to the attribution rules.
However, any interest payable must be paid within 30 days after the end
of the year. If the above interest payment deadline is ever missed, that
year’s income and all future years’ income will be attributed back to
the lender. For more information, see Tax managed strategy 6,
“Lower the family tax bill—using loans for income splitting” (MK1355).

Transfers at fair market value
The attribution rules don’t apply if the individual transfers property
at fair market value (FMV), reports any resulting gains, and receives
back cash or property of equal FMV as consideration. If the property
is given to a spouse, the spouse would have to elect out of
the automatic rollover provisions.
Note: If a loan is part of the consideration, it must charge interest
and have payments made as outlined above.
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Other income-splitting
strategies
Child tax benefits
Child tax benefits may be invested in the child’s name and
the income earned will be taxed to the child without
any attribution to the parents.

Canada Pension Plan benefits
Spouses who are at least 60 years old can choose to share Canada
Pension Plan benefits earned while living together and will only be
taxed on the amount actually received, providing an effective
income-splitting technique.

Pension credit splitting
If you have a spouse who’s in a lower tax bracket, you and your
spouse can elect to have up to 50 per cent of eligible income
transferred to the lower income spouse. Eligible income is defined as
income eligible for the pension income credit. For more information,
see Tax managed strategy 15, “Opportunities for pension income
splitting” (MK2070).

Spousal RRSPs
An effective income splitting strategy, particularly if there’s a large
disparity in the projected pension incomes between spouses, involves
having the spouse earning a higher income contribute to a spousal
RRSP and obtain a tax deduction while having the recipient spouse
taxed on any withdrawals.
There’s one important caveat, however: income will be attributed back
to the contributing spouse if the beneficiary spouse withdraws funds
from any spousal RRSP within three years of any contribution being
made to a spousal RRSP. The amount of the income attribution will be
equal to the lesser of the amount contributed to a spousal RRSP in
the current and prior two years, and the amount withdrawn by
the annuitant.
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However, a planning opportunity does arise on qualifying withdrawals
under the Home Buyer’s Plan (HBP) if the annuitant’s plan is a spousal
RRSP. If the annuitant of the spousal plan doesn’t repay the HBP,
the income inclusion will be to the annuitant, not the contributor.
If the lower-earning spouse is the annuitant, that spouse may
prefer to have an income inclusion at a lower tax rate and have
the higher-earning contributor spouse use funds to make ordinary
deductible contributions against their higher income.
Note: For a spousal contributor’s RRSP contributions in the 89-day
period just before an HBP withdrawal to be fully deductible, the value
of the spousal RRSP after the withdrawal must be at least equal to
those contributions.
If an individual is making contributions regularly, another strategy
would be to wait until the individual has three years’ worth of RRSP
room, then make the full contribution all at once and deduct it over
the next three years. At the end of the three-year income attribution
period, the individual’s spouse could make a withdrawal without
attribution being applied. The following year, the individual could
make another lump-sum deposit that maximizes all the unused RRSP
room. Because the attribution rules are applied based on when
the contribution was made, not deducted, this provides the individual
with a decision window every three years—to withdraw or to
contribute. The only downside to this strategy is the lost investment
gains because of the delayed contributions.

Family budgeting
One of the most effective income-splitting techniques is to have
the higher-income earner pay for all family expenses (i.e., household
and personal expenses, including personal taxes) and have
the lower-income earner invest that income. This allows the family’s
investment income to be earned by the lower-income earner and
consequently taxed at a lower marginal tax rate.

Tax-free savings account (TFSA)
Since income attribution doesn’t apply on funds transferred,
the recipient spouse could make a TFSA contribution, thereby increasing
the amount of combined investments that grow on a tax-free basis.

Salary to spouse or related minor
If an individual carries on a business, either personally or through
a corporation, some income splitting may be achieved by paying
a salary to a spouse or related minor. However, it’s required that
services are genuinely being provided and the salary must be
reasonable in relation to the services provided. A spouse could also
be a director for a corporation and receive reasonable director’s fees.

Gifting
The attribution rules don’t apply where gifts of property have been
made to adult family members other than a spouse. Gifts should be
made where there are minimal capital gains realized on the transfer
but there’s potential for future income and/or capital gains.

Registered education savings plan
As attribution doesn’t apply to income earned in a registered
education savings plan (RESP), income splitting may be achieved
with children pursuing post-secondary education. When the funds are
eventually withdrawn, the returns are taxed to the child.
Another income splitting-opportunity arises for adults holding
an RESP. If the RESP has spouses as joint subscribers of the plan,
the accumulated income payments5 from the RESP could be transferred
to the lower-income-earning spouse’s RRSP, provided there’s sufficient
contribution room. Future withdrawals could then be taxed at a lower
tax rate. For more information, see Tax managed strategy 9,
“RESPS—no longer just for kids” (MK1688).

Registered disability savings plan
Attribution doesn’t apply to income earned in a registered disability savings
plan (RDSP). Income splitting can be achieved when payments are made
from the plan and the returns are taxed to the disabled beneficiary.
As well, on the death of a parent, funds in an RRSP or RRIF can be
transferred, on a tax-deferred basis, directly to an RDSP in which their
financially dependent disabled child or grandchild is a beneficiary.
5

An accumulated income payment (AIP) represents the investment earnings in the RESP
and not the original contributions, grants, or bonds, and generally speaking, may only be
paid if the RESP beneficiary isn’t enrolled in a qualifying institution and is over age 21,
and the plan has been open for more than 10 years, or the RESP beneficiary is deceased.
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For more information, contact your advisor or visit
www.manulifeim.ca/treps
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