
CREATING A TRUST IS ONLY HALF THE 
BATTLE  

Trusts are often an integral piece of an individual’s tax and financial planning process, 
particularly for business owners.  

In order to take advantage of the benefits of a trust, it is critical not only to implement the trust 
correctly, but also to ensure it is in compliance with the Income Tax Act (Canada)1 (the “Act”) 
throughout its duration. 

Failure to keep your trust in compliance with the Act could negate many of the tax benefits that 
motivated you to implement the trust in the first place, such as:  

(a) transferring income or capital gains from a person with a high tax bracket to a person 
with a lower tax bracket;  

(b) utilising the capital gains exemption of various family members; and 
(c) accessing lower tax rates of a different province.   

This article will highlight a few of the traps whereby an inter vivos discretionary trust may find 
itself in violation of the attribution rules of the Act.  

What is/are…..? 

An Inter vivos trust: refers to a trust created during the creator of the trust’s lifetime. 

A Discretionary trust: is a trust where the trustees of the trust have discretion in determining 
which beneficiaries receive which portions of the trust assets.  

The Attribution Rules: In short, the attribution rules are a set of rules in the Act intended to 
prevent persons from transferring assets to other entities or persons without paying the 
appropriate taxes. 

While there are several attribution rules in the Act, only certain ones apply specifically to trusts. 

If the attribution rules are violated, the consequences may vary, but as the name of the rules 
suggest, income and/or capital from the transferred assets will generally be attributed back to 
the person who contributed the property being transferred.  

Section 75(2) is a broad attribution rule that can have serious consequences for trusts. 

Who are the Parties to a Trust? 

The settlor is the original contributor of trust property to the trust. Typically, a settlor will be a 
trusted third party, who contributes a nominal amount to the trust, such as a $100 bill or a gold 
coin.  

1
 RSC 1985, c 1 (5th Supp)
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The trustees are named in the trust deed and are responsible for administering the trust. In a 
discretionary trust, the trustees are often tasked with deciding which beneficiaries will receive 
which portion of the trust assets.  

The beneficiaries of a trust are the persons who are granted the beneficial ownership of the 
trust property. Beneficiaries will eventually receive the trust property.  

Usually, a trust deed also allows for other persons to contribute property to the trust, such as 
shares of a company or additional assets.   

Attribution Rules: Section 75(2) 

One of the purposes of Section 75(2) is to separate the control and benefits of the assets being 
contributed to the trust property from the person contributing it.  

Among other things, Section 75(2) will be violated where the property of a trust is held on any of 
the following conditions:  

(i) the contributed property may revert back to the contributor; or 
(ii) During the lifetime of the contributor, you need the contributor’s consent to dispose 

of the trust property.  

Reversion 

Section 75(2) will generally be violated where a trust deed contains a provision allowing a 
person who contributed property to the trust to reacquire the property at a later date.  

For example, consider a scenario where the trust deed provides that all of person “X”’s children 
and his children’s spouses, will be beneficiaries under the trust.  

In the same example, person “Y” contributes shares in a company to person “X”’s trust. The 
shares have now become part of the trust property.  

At a later date, person “Y” marries one of person “X”’s children. Person “Y” has now contributed 
property to the trust and is a beneficiary under the trust (as he is now a spouse). Section 75(2) 
has been violated since the property in the trust may revert back to person “Y”, even if person 
“Y” does not receive it.  

Following the same logic, you may notice that there is almost always a provision in a 
discretionary trust deed stating that the trust is irrevocable, meaning the trust property cannot 
revert back to the settlor. However, even including this provision would not be sufficient to 
prevent a violation of Section 75(2) in the scenario above.  

Consent 

75(2) will also apply where property is held on condition that during the lifetime of the person 
who contributed the trust property, such trust property cannot be disposed of except with that 
person’s consent or in accordance with that person’s direction.  
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Generally, care should be taken so that a person who contributed property to the trust is not: 

(a) the sole trustee;  
(b) one of two trustees;  
(c) one of three or more trustees: 

a. if the trust deed provides for unanimous consent of the trustees to make
decisions; or 

b. even if the trust provides for decision-making by majority, the contributor must
form part of the majority. 

While any of the above circumstances (save and except the contributor being the sole trustee) 
may not automatically violate Section 75(2), extreme caution should be exercised in the event 
that a trustee who has contributed property to the trust finds him or herself in that situation.  

The point of this rule is to separate the control over the trust property from the person who 
contributed it.  

Consequences for violating 75(2) 

1. Attribution

If a trust is in violation of 75(2), any income or losses and capital gains or losses earned by the 
trust in respect of the particular property will be attributed to the person who transferred the 
property to the trust.  

2. Elimination of Tax-Free Rollover

A major benefit of a trust is that a distribution of capital out of a trust to a beneficiary may be 
usually done on a tax-deferred rollover basis.  

This means if property worth $100 is contributed to the trust and years later the same property 
is worth $1,000, the property may be rolled over to a beneficiary of the trust at its cost base of 
$100. The beneficiary may at a later date realize the full capital gain on the trust property and 
potentially take advantage of the onetime capital gains exemption.  

However, if a trust is in violation of Section 75(2), the trust will not be able to distribute any of its 
property on a tax-deferred roll-over basis to any of its beneficiaries except to the person who 
contributed the property in the first place (or the spouse of that person) during the lifetime of that 
person.  

Instead, the beneficiary will be deemed to have acquired the property at a cost equal to its fair 
market value and will not realize any capital gain.  

This can potentially destroy the ability to utilize the capital gains exemptions of various family 
members of the trust.  
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Recommendations 
 
The trust deed will guide your actions regarding the trust and dictate not only who your 
beneficiaries are, but who your trustees should be and who should be allowed to contribute 
property to the trust.  
 
Whenever there is a change in your trustees or a person would like to contribute property to the 
trust, we recommend you consult your legal and tax advisors to ensure that any such changes 
will comply with the attribution rules.  
 
Section 75(2) is particularly harsh, in the sense that any violation of this rule will taint all of the 
property in the trust, even if the violation is corrected at a later date. There is no opportunity to 
‘cure’ any mistake.  
 
It is better to err on the side of caution, than to risk jeopardizing your trust’s tax benefits by 
making an uninformed decision.  
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