Tax Alert

Income Splitting Loans
Canada Revenue Agency has just announced its prescribed rates of interest for the second quarter of 2009.  The prescribed rate of interest to be charged on income splitting loans will be 1%, the lowest prescribed rate possible.
This means that an interest rate of only 1% needs to be paid on a loan made for income splitting purposes by one spouse to the other spouse or by an individual to a family trust with a spouse and/or minor children of the individual as beneficiaries.  The loan must be made between April 1, 2009 and June 30, 2009.
The Canadian personal tax system is a “graduated marginal rate” system.  Income earned up to the first tax bracket ($40,726 for 2009) will attract a tax of 25%, while income earned beyond the first tax bracket will be taxed at either 32%, 36%, or 39%.

The objective of income splitting is to shift income from a person that is paying tax at the 39% rate (income in excess of $126,264 for 2009) to a person who is paying tax at the 25% rate or to a person who is not paying any tax at all.  For 2009, every individual can earn income up to $10,320 at no tax cost.
If you already have an income splitting loan in place you should consider refinancing it in the second quarter of 2009.

If you are in the situation where one spouse earns a significant amount of income and the other spouse earns less than $40,000 of income, the higher income earning spouse may want to consider, sometime between April 1, 2009 and June 30, 2009, making a loan to the spouse earning less income.  If you are contemplating investments which you think will have a yield in excess of the prescribed interest rate you can effectively have the excess taxed in the hands of your spouse by loaning the funds to your spouse to make the investment.

If you are considering making a loan to your spouse or to a family trust, a loan agreement secured by a demand promissory note must be executed.  Interest on the loan must actually be paid within 30 days of the end of the calendar year to avoid the net income earned or capital gains realized by the borrower, with respect to investments purchased with the loan proceeds, from being included in the taxable income of the lender.  Providing the loan proceeds were used by the borrower to fund the purchase of investments that earn income or have the potential to earn income, the interest paid by the borrower to the lender will generally be deductible for income tax purposes.
There are other administrative issues which must be attended to as well. 
Please contact us for further details.

Kenway Mack Slusarchuk Stewart LLP is an independent, mid-sized public accounting firm with offices in Calgary and Banff.  Visit us at www.kmss.ca for more information. 

