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Prescribed rate loan
annual interest payments
due by January 30th

To ensure that the prescribed rate loan you made to a spouse,
or a family trust, continues to meet the requirements to split
income, the required annual interest payment must be made to
you by January 30th of the following year. If the annual interest
payment is not made by January 30th, the attribution rules may
be triggered for that particular year and every subsequent year
that the loan is in place, effectively defeating your ability to

income split.

Any reference to spouse in this article also includes a common-

law partner.

The attribution rules

There are attribution rules in the
Income Tax Act designed to prevent
family income splitting in certain
circumstances. For example, if you
transfer assets directly to your
spouse, then income and capital
gains derived from those assets may
be attributed back to you and taxed
in your hands. Similarly, if you transfer
the assets indirectly to your spouse,
for example, through a family trust,
the income and capital gains paid out
or made payable to your spouse may
be attributed back to you.

In addition, if you transfer assets

to a trust for the benefit of your
minor child (including your niece or
nephew), then interest and dividends
derived from those assets and

paid out or made payable to the
beneficiaries will be attributed back
to you, effectively defeating your
ability to income split.

There are exceptions to the
attribution rules. One exception is
where you loan money at the Canada
Revenue Agency (CRA) prescribed
interest rate in effect at the time the
loan was made, instead of simply
transferring the assets to your
spouse or trust for the benefit of
your family members. To ensure that
the income earned is not attributed
back to you, the interest on the loan
must be paid by January 30th of the
following year (and by January 30th
of every subsequent year that the
loanis in place). It is crucial to meet
this deadline, because if the interest
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payment is late by even one day, the attribution rules will
apply for the year the interest payment is related to, and
all subsequent years, until the loan is repaid.

Making the interest payment

Where you make a loan to your spouse, your spouse
should pay you the interest using their own funds.

The payment of interest from ajoint account may be
problematic, as your spouse would need to clearly
demonstrate that the interest payment is made using their
own funds. Your spouse should also document that the
payment is for interest owed on the loan for the relevant
tax year.

Where you make a loan to a family trust, the trust should
also pay you the interest using the trust funds. The

trust should maintain sufficient records and receipts to
evidence that an annual interest payment was made.

Calculating the amount of interest

Let’s assume you want to split income with your spouse
and minor child. You loan $200,000 to a family trust on
May st of Year 1 at the prescribed interest rate of 1%.
The following table illustrates the elements needed to
calculate the interest amount.

$200,000 1% $2,000

The interest owing for Year 1is prorated based on the
number of days the loan was outstanding during the year
(245 out of 365 days). To avoid attribution of any income
earned on the $200,000 loaned to the family trust that was
paid or made payable to your spouse or minor child, the
trust would have to pay you interest of $1,342.47 for Year 1
by January 30th of Year 2.

Note that even if the prescribed rate increases or
decreases during the year, the rate that was in effect
when the loan was established is the rate that is used to
calculate the interest that is payable on the loan.

Tax reporting for interest paid and received

If you lend money to a family trust, the trustee may need
to file an annual T5 information return to report the
interest paid to you, the lender, and provide you with a
T5 slip detailing the interest paid. If you lend money to
an individual family member, that family member is not
required to file a T5 return or issue you a T5 slip for the
interest paid.

Regardless of whether a T5 slip is issued or not, you, the
lender, are required to include the interest received or
receivable on your income tax return. The timing of the
income inclusion depends on the year the interest is
related to, when the interest is received or receivable,

and the method (cash vs. accrual) you regularly follow in
computing your income. For example, if you calculate your
income on a cash basis, and your spouse and/or the trust
pays you interest for Year 1in January of Year 2, you would
report the interest income on your income tax return

for Year 2. However, if you calculate your income on an
accrual basis and your spouse and/or the trust pays you
interest for Year 1in January of Year 2, you would report the

245 days

365 days $1,342.47

interest income on your income tax return for Year 1. You
should consult with a qualified tax advisor to determine
which reporting method is appropriate for you.

The interest paid by your spouse and/or the trust may be
deductible for tax purposes if the borrowed funds were
used for the purpose of earning income. Similarly, the
timing of the deduction depends on the year the interest
is related to, when the interest is paid or payable, and
the method (cash vs. accrual) they regularly follow in
computing theirincome. For example, if the trust uses
the cash basis for computing income and the interest

for Year 1is paid in January of Year 2, it would deduct the
interest expense on its income tax return for Year 2. 1f

the trust calculates its income on an accrual basis and it
pays you interest for Year 1in January of Year 2, it would
report the interest expense on its income tax return for
Year 1. Again, your spouse and/or the trust should consult
with a qualified tax advisor to determine which method is
appropriate for them.

Ensuring the demand promissory note is
enforceable

Depending on the governing legislation of your loan
agreement, making the annual interest payments on the
prescribed rate loan may be sufficient action to avoid
the promissory note from becoming unenforceable. In
other words, making the interest payment annually can
be seen as an acknowledgement by the borrower that
the loan is still outstanding and enforceable. Alternatives
are to renew the note on an annual basis or to have your
spouse and/or the trust acknowledge in writing that the
promissory note is still valid. You should consult with a
qualified legal advisor to ensure that your promissory note
remains legally enforceable.



3 | RBC Wealth Management

Conclusion This article may contain strategies, not all of which will
apply to your particular financial circumstances. The
information in this article is not intended to provide

legal, tax or insurance advice. To ensure that your own
circumstances have been properly considered and that
action is taken based on the latest information available,
you should obtain professional advice from a qualified tax,
legal and/or insurance advisor before acting on any of the
information in this article.

If you have loaned funds to your spouse or a family trust
for the purpose of income splitting, it is important to
ensure that the interest payments are made to you by
January 30th of the following year, for each year the loan
is outstanding. This allows income and capital gains to
be taxed in the hands of your spouse or your other family
members and not be subject to the attribution rules.

Wealth
N Management
RBCH

This document has been prepared for use by the RBC Wealth Management member companies, RBC Dominion Securities Inc. (RBC DS)*, RBC Phillips, Hager & North
Investment Counsel Inc. (RBC PH&N IC), RBC Global Asset Management Inc. (RBC GAM), Royal Trust Corporation of Canada and The Royal Trust Company (collectively,
the “Companies”) and their affiliates, RBC Direct Investing Inc. (RBC DI) *, RBC Wealth Management Financial Services Inc. (RBC WMFS) and Royal Mutual Funds Inc.
(RMFI). *Member-Canadian Investor Protection Fund. Each of the Companies, their affiliates and the Royal Bank of Canada are separate corporate entities which are
affiliated. “RBC advisor” refers to Private Bankers who are employees of Royal Bank of Canada and mutual fund representatives of RMFI, Investment Counsellors who are
employees of RBC PH&N IC, Senior Trust Advisors and Trust Officers who are employees of The Royal Trust Company or Royal Trust Corporation of Canada, or Investment
Advisors who are employees of RBC DS. In Quebec, financial planning services are provided by RMFI or RBC WMFS and each is licensed as a financial services firm in that
province. In the rest of Canada, financial planning services are available through RMFI, Royal Trust Corporation of Canada, The Royal Trust Company, or RBC DS. Estate and
trust services are provided by Royal Trust Corporation of Canada and The Royal Trust Company. If specific products or services are not offered by one of the Companies
or RMFI, clients may request a referral to another RBC partner. Insurance products are offered through RBC Wealth Management Financial Services Inc., a subsidiary of
RBC Dominion Securities Inc. When providing life insurance products in all provinces except Quebec, Investment Advisors are acting as Insurance Representatives of RBC
Wealth Management Financial Services Inc. In Quebec, Investment Advisors are acting as Financial Security Advisors of RBC Wealth Management Financial Services Inc.
RBC Wealth Management Financial Services Inc. is licensed as a financial services firm in the province of Quebec. The strategies, advice and technical content in this
publication are provided for the general guidance and benefit of our clients, based on information believed to be accurate and complete, but we cannot guarantee its
accuracy or completeness. This publication is not intended as nor does it constitute tax or legal advice. Readers should consult a qualified legal, tax or other professional
advisor when planning to implement a strategy. This will ensure that their individual circumstances have been considered properly and that action is taken on the latest
available information. Interest rates, market conditions, tax rules, and other investment factors are subject to change. This information is not investment advice and should
only be used in conjunction with a discussion with your RBC advisor. None of the Companies, RMFI, RBC WMFS, RBC DI, Royal Bank of Canada or any of its affiliates or any
other person accepts any liability whatsoever for any direct or consequential loss arising from any use of this report or the information contained herein. ®/™ Registered
trademarks of Royal Bank of Canada. Used under licence. © 2022 Royal Bank of Canada. All rights reserved. NAV0009 (10/22)



