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Income splitting loans – act now
to benefit from low rates
BY IAN ROBINSON, FCPA, FCA, TEP

For the past several years, in an effort to stimulate the economy, the government
has followed a policy of maintaining low interest rates. At some future date,
the prescribed rate may increase. Therefore, it may be wise to act sooner rather
than later. The increase in the top marginal tax rates applicable in 2016
increase the cash benefit that can result from this planning.
For the past several years, in an effort to stimulate the economy, the
government has followed a policy of maintaining low interest rates.
The base federally prescribed quarterly interest rate is calculated
by taking the average equivalent yield of the Government of
Canada 90-day treasury bills (rounded to the next highest whole
percentage point) sold during the first month of the immediately
preceding quarter. This base rate applies to taxable benefits for
employees and shareholders, low-interest loans, and other related
party transactions. The prescribed rate in effect for this purpose has
been set at 1% since the first quarter of 2014 and will remain at 1%
through June 30, 2016.
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One tax planning opportunity that flows from this low prescribed
rate of interest is the use of income splitting loans. Provided the
loan is made while the prescribed loan rate is still 1%, the interest
rate on the loan will remain at 1% for as long as the loan is
outstanding, regardless of how much interest rates increase in the
future. In situations where spouses will be in different marginal tax
brackets for the foreseeable future, the cumulative tax savings can
be significant.
In this regard, the following planning strategies should be considered:
1. One spouse can loan funds to the other spouse to make an
investment. For attribution to be avoided, the borrowing spouse
must pay interest to the lending spouse at the prescribed interest
rate in effect at the time the loan is made. The loan should be
made pursuant to a written agreement and interest payable on
the loan for each year must be paid no later than January 30
after the year-end; otherwise, the attribution rules will apply.
Attribution means that the spouse who loans the funds will have
to report any income/gains or losses from the investment of the
funds, thereby defeating the income splitting opportunity.
2. Owner-managers with a significant credit balance in their
shareholder loan account and who have a spouse (or adult
child) with little or no income can use a similar strategy—with
a twist. If the original shareholder loan is payable on demand,
the company can repay the loan. The amount repaid will be
loaned to the spouse (or adult child), who will re-loan it to
the company on an interest-bearing basis (prime plus a certain
percentage). If the loan is made before any increase in the rates,
the spouse will only have to pay 1% interest on the loan to the
owner-manager for as long as it remains outstanding.

3. Existing income splitting loans can be repaid and a new loan can
be set up to benefit from the 1% rate. However, the features of the
new loan should be differentiated from the old loan. Otherwise
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the CRA could view them to be the same loan, in which case
this planning strategy could be offside.
As a simple example, assume Mr. X loans $2 million to his spouse
and follows all of the steps needed to avoid the attribution rules.
Mrs. X invests in a 5-year GIC at 2.5%. Mrs. X must pay $20,000
each year to Mr. X, who will have to report the amount as income.
Mrs. X’s net income (after deducting the interest) will be $30,000
($50,000 - $20,000). Assume that after five years the new five-year
GIC rate is 6%. Mrs. X will still only have to pay $20,000 each year
to Mr. X, but her net income after deducting the interest will increase
to $100,000. If Mrs. X has either no other sources of income or only
earns a small amount of other income, and Mr. X is already subject
to the highest marginal rate of tax, the tax savings for this couple by
implementing this planning strategy could be significant.
To maintain interest deductibility and avoid attribution, certain
rules must be followed. Contact a Grant Thornton tax specialist for
assistance in implementing any of the above planning strategies.
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Grant Thornton in Canada
Grant Thornton LLP is a leading Canadian accounting and
advisory firm providing audit, tax and advisory services to private and
public organizations. We help dynamic organizations unlock their
potential for growth by providing meaningful, actionable advice
through a broad range of services.
Tel: (403) 260-2515 Email: ian.robinson@ca.gt.com

McLean & Partners Wealth Management
McLean & Partners Wealth Management Ltd. provides
investment advisory services to high net worth individuals, trusts,
and not-for-profit organizations. The firm manages portfolios
through both segregated accounts and pooled investment vehicles.
Tel: (403) 234-0005 Email: solutions@mcleanpartners.com

CWB Wealth Management
McLean & Partners is an affiliate of CWB Wealth Management®,
and a subsidiary of Canadian Western Bank Group of Companies.
CWB Wealth Management® delivers a unified approach of providing
sound advice, solutions and support to help you achieve your vision for
the future. As a division of CWB Group, CWB Wealth Management
draws on the Group’s banking and trust companies to complement
its planning, advisory and investment management services. CWB
Group is a diversified financial services organization, including
Canadian Western Bank (TSX: CWB), the largest Schedule I bank
headquartered in Western Canada, and its operating companies and
divisions.
McLean & Partners provides independent research and advice to its clients on a fee for service basis. The Company is not engaged in any
investment banking, underwriting, consulting or financial services activities on behalf of any companies. McLean & Partners’ research
reports are for the sole purpose of managing client portfolios on a managed and non-managed basis. The Company may engage in proprietary
trading to invest surplus corporate cash balances. The opinions expressed herein are those of the author and do not necessarily represent
those of McLean & Partners Wealth Management Ltd. The information contained in this report has been obtained from sources believed to
be reliable, however, we cannot represent that it is accurate or complete. McLean & Partners Wealth Management Ltd. is a member of the
Canadian Investor Protection Fund and the Investment Industry Regulatory Organization of Canada.
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