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A family trust can be used to implement a prescribed rate loan 
income-splitting strategy to help reduce a family’s tax burden. 
This arrangement is typically beneficial for families where one 
member has significantly more taxable income than the other 
family members. This article outlines the basics of using a 
family trust for a prescribed rate loan arrangement.

Any reference to a “spouse” in this article includes a common-
law partner. Any reference to a “trustee” or “beneficiary” in this 
article includes the original or substituted individual, whether 
singular or plural.

Using a family trust  
for a prescribed rate loan 

The strategy at a glance
If structured properly, a family 
trust may allow a higher-income 
family member, such as parent or 
grandparent, to split income with 
their lower-income family members. 
Let’s assume you are a high-income 
earner. The strategy is aimed at 
shifting future investment income 
that would otherwise be taxed in 
your hands at a high marginal tax 
rate to your lower-income spouse, 
children or other family members 
in order to take advantage of their 
lower marginal tax rates.  

This strategy involves you loaning 
funds to a family trust at the Canada 
Revenue Agency’s (CRA) prescribed 
interest rate in effect at the time the 
loan is made. The loan is backed 
by a promissory note and a loan 
agreement which sets out the terms 

of the loan. The trustee will then 
invest the borrowed funds for the 
purpose of generating investment 
income. To the extent that the 
investment income can be allocated 
to your family members by the 
trustee, that income will be taxable 
to your family members at their lower 
marginal tax rate, which effectively 
reduces your family’s overall tax bill.

You might be wondering why you can’t 
simply gift money to your family, or to 
a trust for the benefit of your family, 
have your family or the trustee invest 
the funds, and have the income 
generated on those funds taxed in 
your family’s own hands. The reason 
is that there are attribution rules 
designed to prevent certain types of 
income splitting between you and 
your spouse or your minor relatives. 
The result of triggering the attribution 
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rules is that the income earned directly by certain 
family members, or income allocated to certain family 
members through a trust, will be taxed in your hands. This 
effectively defeats your ability to split income, resulting in 
no tax savings.

The attribution rules in a family trust strategy depend on 
the structure of the trust, who funds the trust, how it is 
funded, the type of investment income that is distributed 
from the trust, as well as who is receiving the distributions. 
For a refresher on these rules, please ask your RBC advisor 
for the article on income splitting and the attribution rules. 

The attribution rules, however, do not apply where you 
loan money to a properly structured trust at the CRA’s 
prescribed interest rate in effect at the time the loan was 
made. The trustee must pay you annual interest on the 
loan by January 30th of the following year (and by January 
30th of every subsequent year that the loan is in place). 
It’s crucial to meet this deadline, because if the interest 
payment is late by even one day, the attribution rules will 
apply for that particular year, and all subsequent years.

The prescribed interest rate in effect at the time the loan is 
made will be locked-in for as long as the loan is outstanding, 
regardless of subsequent changes to CRA’s prescribed 
interest rate. The lower the interest rate, the greater the tax 
saving opportunities for you and your family.

The components of the strategy 
The following are the main components of the prescribed 
rate loan to family trust strategy.  

Identifying potential non-registered assets
You may want to start by identifying assets you own that 
generate investment income and are currently exposed to 
your higher marginal tax rate. These may be assets that 
have accumulated over time in a taxable non-registered 
account; funds from a sudden cash windfall, such as an 
inheritance; or proceeds from selling a business. You 
should also determine the amount you wish to lend to the 
family trust. 

One method of lending these assets is converting these 
non-registered assets into cash if the assets are not already 
in cash form. Consider the tax cost of disposing of your 
investments since the disposition may trigger capital gains 
or losses. You could review your Notice of Assessment to 
determine if you have capital losses carried forward that 
may be used to offset any capital gains realized.

Establishing a family trust
A trust will need to be established. An individual (known as 
the settlor) creates the trust by transferring property to a 
trustee of their choice to be held and administered for the 

benefit of one or more beneficiaries. The settlor generally 
arranges to have the terms of the trust drafted according 
to their wishes. The trust agreement indicates the settlor, 
trustee, beneficiary, the assets being transferred to 
the trustee, the powers and restrictions placed on the 
trustee, and how and when income and capital are to be 
distributed to the beneficiary and to which beneficiary. For 
more information on establishing a trust, please refer to 
the article on living/family trusts.

Loaning to the family trust
Once the family trust is established, you can make a 
demand loan to the family trust. The loan is backed by a 
promissory note and a loan agreement which sets out the 
terms of the loan. It is essential that you consult with a 
qualified legal advisor in drafting these documents. Ensure 
that any legal documentation is filed away safely. 

Investing trust assets
The trustee can then invest the borrowed money in a 
portfolio. Generally, a prescribed rate loan strategy will 
only be effective if the annual income generated from 
the portfolio is greater than the interest rate on the loan. 
The lower the prescribed rate, the easier it is to ensure 
that the family trust earns sufficient income to cover the 
interest cost. 

If you disposed of your securities at a loss before loaning 
the cash to the family trust, and the trust intends on 
repurchasing the same securities, you should be aware 
of the superficial loss rules. The superficial loss rules 
may deny your immediate use of the loss where the trust 
repurchases and owns the identical security on the 30th 
day after the settlement date of the loss transaction. 
To prevent the superficial loss rules from applying, the 
trustee can consider waiting 30 days before repurchasing 
the security or purchasing a different security with similar 
exposure to the markets. 

Decisions relating to the investment of the assets in the 
family trust will depend on the purpose and goals of the 
trust, as well as the investment powers contained in the 
trust agreement. In general, a trustee must be guided 
by the prudent investor standard in selecting the trust’s 
investments, unless the trust agreement grants the trustee 
broader investment powers, and reasonably assess the 
risk and return of each investment. 

You may want to start by identifying 
assets you own that generate investment 
income and are currently exposed to your 
higher marginal tax rate.
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Making annual interest payments
The trustee must pay you the annual interest, as set out 
in the loan agreement, no later than January 30th of the 
following year. If the interest payment is not made, the 
income earned by the trust on the borrowed funds that is 
allocated out to beneficiaries may be attributed back to 
you and taxable in your hands. Documentation showing 
that interest payments are made should be retained for 
the relevant tax year.  

Allocating trust income 
In general, if the trust is properly structured, investment 
income earned in the trust from a prescribed rate loan will 
be subject to tax in the trust at the top marginal tax rate 
in the trust’s province or territory of residence. If, instead, 
the investment income is paid or made payable to a 
beneficiary, the income can be taxed in their hands at their 
marginal tax rate, subject to the attribution rules. 

Income is considered paid to the beneficiary if the 
amount is distributed to the beneficiary or used to pay for 
expenses that directly benefit the beneficiary. The trustee 
of the trust should confirm with a qualified legal advisor 
whether it’s possible to use trust income to pay for the 
expenses of a beneficiary. Depending on the terms of the 
trust, some types of expenses that may qualify include 
private school fees, camp expenses, childcare expenses 
and vacation costs to the extent they can be attributed to 
the child.

Income or capital gains “made payable” to the beneficiary 
are not paid out to them but are retained in the trust. 
These funds are legally owed to the beneficiary and 
the beneficiary’s ownership of these funds is typically 
supported by a promissory note to substantiate that the 
beneficiary can enforce payment of these amounts.

Filing annual returns
The trustee needs to ensure that an annual tax return is 
filed for the trust, if required. They also need to provide 
the resulting T3 tax slips to the beneficiary for any income 
that was paid or made payable to them. The beneficiary 
will use these T3 slips when filing their annual personal 
income tax return. 

In addition, the trustee may need to file an annual T5 
information return to report the interest paid to the 
lender and provide the lender with a T5 slip detailing the 
interest paid. 

Calculating the annual tax savings
Ensure that the strategy remains effective by reviewing 
your tax savings with a qualified tax advisor every year. 
The end goal of this prescribed rate loan strategy is to 

shift investment income earned on non-registered assets 
to your family members with a lower marginal tax rate to 
achieve family tax savings. The required interest payment 
on the loan must be accounted for when determining the 
investment return. You should also factor in the taxes 
owing on the interest payments you receive from the trust.

Keep in mind that this strategy should be implemented as 
part of a long-term financial plan. It is possible that over 
the lifetime of the loan, as a result of market fluctuations, 
you may not achieve income splitting and the expected tax 
savings at certain points in time. However, in general, the 
longer the loan remains in place, the more potential there 
is for greater savings. 

Ensuring the loan is enforceable
You should ensure that the demand loan remains legally 
enforceable. Some legal advisors believe that making 
the annual interest payments on the prescribed rate 
loan is sufficient action to avoid the loan from becoming 
unenforceable. Making the interest payment annually 
is an acknowledgement by the borrower that the loan 
is still outstanding and enforceable. An alternative is to 
renew the promissory note on an annual basis or to have 
the borrower acknowledge in writing that the promissory 
note is still valid. You should consult with a qualified legal 
advisor to determine what is required to keep the loan 
enforceable in your jurisdiction.

Benefits of the strategy
By loaning the money to a family trust, instead of gifting 
money, you retain access to the capital loaned. Another 
potential benefit of using a family trust for a prescribed 
rate loan strategy is the ability to maximize your family’s 
after-tax investment income by lowering your family’s 
overall tax liability. 

Income or capital gains allocated to a beneficiary from 
the trust retain their character. This means that interest, 
dividends and capital gains allocated to the beneficiary 
from the trust will be taxed as if the beneficiary earned 
these types of income personally. Each beneficiary can 
earn approximately $12,000 of interest income, $24,000 of 
capital gains or between $18,000 and $52,000 of eligible 
dividends from Canadian public companies tax-free every 
year if they have no other income. The actual tax-free 
amounts may vary depending on their province or territory 
of residence. 

The trustee needs to ensure that an annual 
tax return is filed for the trust, if required.
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An example
The table below illustrates the potential tax savings you could achieve by making a prescribed rate loan to a family trust 
for the benefit of your minor child, compared to investing the portfolio directly and paying for your child’s expenses with 
the after-tax returns. Let’s assume you have a $300,000 portfolio with an annual rate of return of 3% interest. Let’s also 
assume that your marginal tax rate is 54% and that your child has no taxes payable since the total taxable income they 
receive is less than their basic personal exemption. The interest paid in this scenario is deductible to the trust as the 
borrowed funds are used to invest in a portfolio with the purpose of earning income.

Portfolio held directly 
by you

Prescribed rate loan to 
family trust at 1%

Prescribed rate loan to 
family trust at 2%

Investment income $9,000 $9,000 $9,000

Interest deduction $0 $3,000 $6,000

Net taxable income $9,000 $6,000 $3,000

Taxes payable by parent $4,860 $1,620 $3,240

Taxes payable by child $0 $0 $0

Tax savings over 1 year $0 $3,240 $1,620

Tax savings over 10 years $0 $32,400 $16,200

The tax savings are the result of the investment income 
being taxed in your lower-income child’s hands, as 
opposed to your own. The family’s net tax benefit of 
having a prescribed rate loan at 1% is $3,240 in one year 
alone. If this loan remains in place for 10 years with 
similar returns, the savings become significantly greater. 
These savings are further compounded if the return on 
the investment increases.  

As shown in the illustration above, it is more beneficial 
when the CRA prescribed rate is lower. However, even 
with a higher CRA prescribed rate, there may still be 
an advantage to implementing a prescribed rate loan 
strategy, where the annual income generated from the 
portfolio is greater than the interest rate on the loan. The 
benefit is just not as pronounced.

Considerations of the strategy
Interest deductibility 
The interest paid by the trustee on the loan is generally 
tax-deductible where the proceeds from the loan are used 
to purchase income-producing assets, such as a bond that 
pays interest or a stock that pays dividends. The income 
earned on the portfolio can be paid or made payable to 
beneficiaries without affecting the interest deduction, as 
long as the original borrowings remain invested in income-
producing assets. 

Where the trustee disposes of all or a portion of the 
investments, they will need to identify the current use 
of borrowed money to determine the extent to which 
interest remains deductible. In such a case, the trustee 
should speak with a qualified tax advisor to determine the 
amount of interest that remains deductible. 

Debt forgiveness
In certain circumstances, the funds loaned to a trust may 
be invested in a portfolio that declines in value. Where 
there is insufficient capital for the trustee to repay the 
loan and you decide to forgive the loan, or part of the loan, 
the debt forgiveness rules may apply.

The debt forgiveness rules are complex, but in general, the 
amount not repaid will be deemed to be forgiven and first 
used to reduce certain tax attributes relating to the trust, 
if available. The tax attributes that will be reduced include 
non-capital losses, farm losses, restricted farm losses, 
allowable business investment losses, and net capital 
losses carried forward, in that order. 

If the trust’s losses are insufficient to absorb the forgiven 
amount, the trustee can then choose to reduce other 
specified tax attributes, such as the adjusted cost base of 
certain capital property held by the trust. If there is still a 
forgiven amount remaining, 50% of that amount will have 
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to be included in the trust’s taxable income in the year the 
unpaid amount is forgiven. 

Upon death
If you, the lender, were to pass away and no specific 
instructions are given to the executor/liquidator of your 
estate with respect to the loan, the trustee may need to 
repay the loan to your estate. If the trustee is unable to 
repay the loan and the loan is considered forgiven, the 
debt forgiveness rules may apply. Alternatively, if the loan 
is forgiven in your Will, the debt forgiveness rules would 
not apply. 

Due to these complexities, be sure to address the loan in 
your estate plans.

Portfolio make-up
The prescribed rate loan strategy may not be tax-effective 
for your family if you currently invest in a very tax-efficient 
portfolio (i.e., deferred capital gains, return of capital, 
etc.). In this case, the taxes payable by you on the loan 
interest received may exceed any tax savings that result 
from shifting the investment income to your lower-income 
family members. 

Recordkeeping duties
There are a number of recordkeeping duties that the 
trustee must adhere to on an annual basis to ensure that 
the trust is properly administered and the income-splitting 
benefits of the trust are sustained. These duties include, 
but are not limited to: 

	● Signing a resolution before year-end to allocate the 
trust’s income to a beneficiary.

	● Documenting payments made to a beneficiary or a third 
party for the benefit of the beneficiary.

	● Keeping receipts for any payments made to a third party 
or a parent as a reimbursement for an expenditure.

	● Maintaining promissory notes for any income that has 
been made payable to the beneficiary. 

	● Ensuring the timely and accurate filing of the trust’s tax 
return and providing the T3 tax slips to the beneficiary.

	● Ensuring the timely and accurate filing of an annual T5 
information return and providing the lender with a T5 
slip. 

	● Documenting and maintaining source documents for the 
interest payments on the prescribed rate loan and any 
repayments of principal.

It is recommended that the trustee consult with qualified 
tax and legal advisors to discuss their recordkeeping 
responsibilities related to a family trust and the prescribed 
rate loan. 

Costs of implementing the strategy
The cost of implementing a prescribed rate loan may 
include the legal fees associated with drafting the loan 
agreement and promissory note. You may also incur legal 
fees associated with reviewing your documentation to 
ensure that the loan remains enforceable. The trustee may 
incur additional accounting fees related to filing the trust’s 
income tax return and other administrative issues such as 
calculating the required interest payment on the loan. You 
should take these costs and fees into consideration when 
determining whether using a family trust for a prescribed 
rate loan makes sense in your circumstances.

U.S. securities in a family trust
Depending upon how the family trust is structured or 
funded, the value of the trust assets may be included 
in the settlor’s, lender’s and/or beneficiary’s worldwide 
estate for U.S. estate tax purposes on their death. If the 
trust is in existence at the time of the settlor’s, lender’s 
and/or beneficiary’s death, and the trust owns U.S. 
securities, the settlor, lender and/or beneficiary may 
be subject to U.S. estate tax on the value of these U.S. 
situs assets. Note that Canadian mutual funds (including 
iShares trading on the TSX) or Canadian pooled funds that 
invest in U.S. securities are not considered to be U.S. situs 
assets for U.S. estate tax purposes. 

If the value of the settlor’s, lender’s and/or beneficiary’s 
worldwide estate (including the trust assets) is below 
the U.S. estate tax exemption in place in the year of their 
death, U.S. estate tax will not be payable.  

If you are the settlor, lender and/or beneficiary of a trust 
that holds U.S. situs assets, it is important to review the 
trust agreement, as well as how the trust was funded, to 
determine whether you have U.S. estate tax exposure. If 
you’re considering setting up a family trust, you may want 
to consider seeking advice from a cross-border tax advisor 
about how to structure the trust to minimize U.S. estate 
tax exposure. 

Conclusion
Given the current low prescribed interest rate, now may be 
an ideal time to consider if loaning money to a family trust 
for the benefit of your family members may reduce your 
family’s overall tax bill. Speak to a qualified tax and legal 

There are a number of recordkeeping 
duties that the trustee must adhere to on 
an annual basis to ensure that the trust 
is properly administered and the income-
splitting benefits of the trust are sustained.



6 | RBC Wealth Management

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. ®/TM Registered 
trademarks of Royal Bank of Canada. Used under licence. © 2021 Royal Bank of Canada. All rights reserved. NAV0026 (05/20) 

advisor to determine if this strategy makes sense for you 
and your family. 

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.




