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Income Splitting 
 

Canada has what is known as a progressive income tax rate system.  This means that the more you 
earn, the higher the rate of tax you pay.  Put another way, as your income rises so does your 
marginal tax rate (the rate you pay on the next dollar of income).  This makes the idea of transferring 
income to a lower-taxed family member quite a compelling idea given the potential for saving taxes.  
This practice is referred to as income splitting.  There are a large number of legitimate techniques, but 
there are also a number of approaches that are not permitted. 
 

What You Cannot Do 
 

Giving money to your spouse or minor children to invest sounds like a simple way to transfer 
investment income to them, but tax law presents a number of obstacles.  Any interest or dividends 
earned by your spouse or minor children on money you have gifted to them are attributed back to 
you.  This means you must report that (1st generation) income on your own tax return, completely 
negating the desired effect of transferring income to your family member for tax purposes.  However 
capital gains earned by a minor on money gifted to them will be reportable by the minor.   
 

Income subsequently earned (2nd generation) by either a spouse or minor child on the reinvestment of 
the income produced by the gift (1st generation) would be reportable by that spouse or minor child. 
 

What You Can Do 
 

Loans 
 

A properly documented and operated loan can transfer investment income to your spouse or minor 
child.  The loan needs to be documented with a promissory note stating the principal amount and the 
interest rate.  The interest rate cannot be less than Canada Revenue Agency's (CRA) prescribed 
interest rate at the time the loan is initiated (currently 1%).  The interest must actually be paid no later 
than January 30th each year.  The interest is taxable in the hands of the lender and deductible for tax 
purposed by the borrower.  Assuming the borrower can earn more income (interest, dividends and/or 
capital gains) than must be paid on the loan, investment income is effectively transferred from the 
lender to the borrower.  Provided that the borrower is in a lower tax bracket than the lender, and with 
the effect of compounding, this can add up to quite a bit of value over time. 



 
 
Hiring Family Members 
 

If you are self-employed, you can hire your spouse or children to do work for you.  The amounts they 
are paid must be reasonable for the type and amount of work performed.  It is important to keep 
proper records to justify these payments.  This can help transfer income from a higher-taxed family 
member to lower-taxed family members.  Where applicable, Canada Pension Plan (CPP) 
contributions (both employer and employee) must be paid.  Under certain circumstances, 
Employment Insurance (EI) premiums will also be payable. 
 
Spousal Registered Retirement Savings Plan (RRSP) Contributions 
 

You can use your RRSP contribution room to contribute to either an RRSP of which you are the 
beneficiary or one of which your spouse is the beneficiary.  This is a good tool to help the cause of 
equalizing your respective incomes in retirement.  Withdrawals from a spousal RRSP are taxable in 
the beneficiary's hands unless withdrawals are made in the year of the contribution or the two 
following years.  Minimum withdrawal requirements from a Registered Retirement Income Fund 
(RRIF) into which the spousal RRSP ultimately gets converted are exempt from this waiting period 
requirement. 
 
Pension Splitting 
 

Without any money changing hands, you can elect each year on your income tax return to transfer up 
to half of your eligible pension income to your spouse for income tax purposes.  If your spouse is in a 
lower marginal tax rate this will result in tax savings.  If your spouse does not have any pension 
income themselves, this will permit them to use the $2,000 federal pension income amount and save 
some tax accordingly.  Since pension splitting on your tax return is something you elect to do each 
year, you are able to determine the optimum amount to split each year.  This is a very nice tax saving 
optimization tool. 
 
Canada Pension Plan (CPP) Benefits Splitting 
 

If both you and your spouse are over 60 and at least one of you is receiving CPP benefits, the two of 
you can apply to have your collective CPP benefits split equally between the two of you.  This is a 
one-time permanent choice that does alter how much cash gets paid to each of you. 
 
Effect on Old Age Security (OAS) and Other Benefits 
 

In many cases pension and other income splitting techniques with your spouse can result in a 
reduction of the amount of OAS benefits you must repay.  
 
Adult Children 
 

There is no income attribution on gifts or loans made to adult children.  Therefore there are no tax 
impediments to putting investments in the name of adult children.  If however, you wish to maintain 
some measure of control over the capital in question, a loan agreement may be in order.  Two of the 
most effective financial gifts to adult children can be to fund their Tax-Free Savings Account (TFSA) 
contributions and/or provide money to help pay down their mortgage or other non-deductible debt.  In 
both of these cases there are no income tax consequences for them regarding the income earned or 
interest costs saved.  Nonetheless, either of these types of gifts can speed up wealth accumulation 
on the part of the adult children while reducing the taxable income of the parents. 
 
 
 



 
Other Ways to Efficiently Transfer Wealth 
 

There are a number of other ways to transfer wealth to family members that do not involve splitting 
income. 
 
Tax Free Savings Account (TFSA) Contributions 
 

You can make contributions to your spouse's TFSA or the TFSAs of your adult children or adult 
grandchildren.  This will help them build their wealth through tax-free compounding and there is no 
tax consequence to anyone involved. 
 
Registered Education Savings Plan (RESP) Contributions 
 

You can make contributions to RESPs for minors who expect to go on to post-secondary education.  
There is government grant money to be had and earnings within the plan end up being taxable in the 
hands of the student.  Since students generally end up paying no tax or are in a very low tax bracket, 
this is a useful form of income splitting in addition to the more important goal of providing education 
funding. 
 
Invest the Lower Income Spouse's Income 
 

Rather than splitting your household expenses between the two of you, have the higher income 
spouse pay all the expenses and invest as much as possible of the lower income spouse's income in 
their name. 
 
 
It is crucial that you confer with your tax adviser, who can review your personal situation and give you 
advice about which income-splitting strategies best fit your circumstances. 
 
 
If you have any questions or wish to discuss any of these matters, give us a call or e-mail us at 
Graham.Tench@nbc.ca or Denis.L'Heureux@nbc.ca. 
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