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Important

This booklet is simply a collection of Newsflash articles levant to claimable loans. The articles are
transferred from Newsflash into this booklet so it is lest read from the back page forwards to ensure
you are reading the latest article on the topic first. Note that the inforration contained in this booklet
is not updated regularly so it is important that you seek professional advideefore acting on it.

What the Borrowed Money was Used for Determines
Deductibility

Traditionally, the interest is only claimable on a loan whereatttaal money borrowed is used
directly to produce income i.e. buy the income producing property. ©beri® and Smith case of July
1992 has changed this. In this case a firm of solicitors borrowedyntorpgay the partners back some of
the original capital they had invested in the firm. The Comopmssiargued, as has been accepted in the
past, that the proceeds of the loan were not used to produce incofoe thet private use of the partners.
The Federal Court ruled that such a simple connection is not appeoprifie partners have a right to
withdraw their original investment and as a result the businestedide borrow funds to finance the
working capital deficit. It was irrelevant that the loaned momeg paid directly to the partners, the
purpose of the loan was to allow the income producing activity to contifibe tax office issued a ruling
on this matter TR95/25. The ruling states the Roberts and Smsithcaanot apply to individuals i.e. sole
owners of property because technically they cannot owe money to themselveslinfghgoes on to say:
“The refinancing principle” in Roberts and Smith has no applicatigaibt owners of investment property,
which are not common law partnerships. The joint owners of an invespmogrdrty who comprise a sec
6(1) tax law partnership in relation to the property cannot withdratmgrahip capital and have no right to
the repayment of capital invested in the sense in which those cerameptised in Roberts and Smith.
Accordingly, it is inappropriate to describe a business, as a “refinancingasg €mployed in a business.”

IT2423 states that people who own less than three rental pespam not in business and therefore
not in partnership under general law. This means that coupledhiwealbugh to be purchasing their third
rental property can rent out their home then borrow the money to haitaselves a new home and maybe
claim the interest on the loan as a tax deduction againstriheamed on their old home. Note there have
been a few cases were taxpayers have unsuccessfully trigghéothey are in business. In Cripps V Federal
Commissioner of Taxation 1999 AATA 937 the taxpayers owned 14 town housesha@ngroperties at
various times. The ATO was successful in arguing they werannbtisiness but the foundation of the
ATO’s argument was that they had an agent managing the pespeb it is crucial that you run the
properties as a business i.e. fully manage them yourself.

Regarding linked and split loan facilities. These loans lildaa for the rental home and a loan for
the private home together so the bank will permit repaymentsidatimrental and wages income to be paid
off the private home loan with the interest on the rental homedoapounding. Accordingly, in a short
period of time the mortgage can be shifted from the private home terited home. As the rental loan was
used to purchase the income producing property and pay interest progmerty, technically all the interest
on that loan will be deductible. The Commissioner says in TR98/24stla scheme with the dominant
purpose of reducing tax and he will apply Part IVA to deny a demtufdir the interest on the interest. The
High Court found in Harts’ Case 27-5-2004 that it was an arrangewidntthe dominant purpose of
avoiding tax and caught by Part IVA but the court did not ruleititatest on capitalized interest was not
deductible. More details of the High Court’'s decision in Hartese€Cand ways of capitalizing interest
appear later in this booklet.

Line of Credit Facilities Dangerous

It is dangerous to use a line of credit facility on a reptaperty loan when you will be drawing
funds back out to pay private expenses. Based on the principteghaterest on a loan is tax deductible if
the money was borrowed for income producing purposes, the interest on a line afatrkedé@asily become
non-deductible within 5 years. For example: A $100,000 loan used solply¢hase a rental property is
financed as a line of credit. To pay the loan off sooner the bormegasits his or her monthly pay of
$2,000 into the loan account and lives off his or her credit card whichphts 55 days interest-free on
purchases. The Commissioner now considers there to be $98,000 owingremtah@roperty. In say 45
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days when the borrower withdraws $1,000 to pay off his or her araditthe loan will be for $99,000.
However, as the extra $1,000 was borrowed to pay a private expinige credit card, now 1/99 or 1% of
the interest is not tax deductible.

The next time the borrower puts his or her 2,000 pay packet into ¢berdche Commissioner
deems it to be paying only 1/99 off the non-deductible portion i.e. at this point there is $96,020in
house and $980 owing for non-deductible purposes. When, 45 days later, the borrower take$la@6ther
out to pay the credit card, there will $96,000 owing on the house and $1,980 owingnfdeductible
purposes so now only 98% of the loan is deductible, etc, etc.

In addition to the loss of deductibility, the accounting fees faudating the percentage deductible
could be high if there are frequent transaction to the account. TRehas released TR2000/2 which
confirms this and as it is just a confirmation of the law is retrospective.

To ensure deductibility and maximise the benefits provided by aiedt you will need an offset
account that provides you with $ for $ credit. These are two se@areounts — one a loan and the other a
cheque or savings account. Whenever the bank charges you interest on the amount owstgadirigan
they look at the whole amount you owe the bank i.e. your loan lestuady in the savings or cheque
account.

Continuing to Claim Interest on a Loan After Business or
Investment Sold

A reader has sold an investment property for less than the amobotroeed. He wants to know if he can
still continue to claim the interest on the balance of the Iddre ATO has lost a few cases in this regard
lately so there is a good chance that the reader will qualfg tax deduction. FC of T v Jones, 2002 ATC
4135 and FC of T v Brown, 1999 ATC 4600 and TR 2004/4 are the references. TDh@S/®éen
amended as the ATO recognizes that an employee using a earkopurposes that sells for less than the
outstanding loan can continue to claim the interest.

Everything you can do to bring yourself into line with the positive pointseotases mentioned above

should be done. Some of the relevant facts that you may be in a position to do something:about are

1) All the proceeds of the sale should be used to repay as much of the loan as possible.

2) Endeavor to appear to be unable to repay the loan from other adsatshan the family home.
This may mean as a couple if only one member owned the propettgtsmlioss the other member
should hold any further investments.

3) Don't refinance the loan to extend its term or increase theestteate. You must appear to be doing
all that is possible to eliminate the loan. So refinancingetiuge the interest rate is ok. On the
other hand if you have to change the loan from principle and ihter@gerest only because that is
the only way you can afford the repayments you may be able to justify chahgitoan.

4) If the loan is already fixed at the time the investmenbld,ghen you have an argument that you
could not pay it out. This is a factor to consider if you are refinancing befordehe sa

The above also applies if the investment was shares or if a lsusiesold for less than what is owing

on it. In the case of a business the ATO has issued a statéraedivision 35 cannot work to quarantine
the interest in these circumstances as the taxpayer is no lofgesiness. Division 35 is discussed in Non
Commercial Businesses booklet. But all you really need to knohatsDivision 35 will not stop you
claiming the interest

Losing Interest Deduction

Imagine how you would feel if you borrowed $100,000 to invest in shareswheenit came time to do
your tax return your Accountant told you the interest is not tax détkuttecause the money went from
your loan to your cheque account so you could write a cheque tongiearb A recent AAT case decided
that if loan funds are intermingled with other funds before beied @ income producing purposes they
are no longer considered to have their source in the loan.

Interest is not deductible on a loan unless the proceeds of theawarbéen used to purchase or in
relation to an income producing investment. The link can be sirogiyol paying some spare cash off the
loan and drawing it back later, or not being able to trace the flow of the futis investment. The ATO’s
own ruling states “a rigid tracing of funds will not always beassary as appropriate.” Yetin Domjan and
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Commissioner of Taxation [2004] AATA 815 the ATO successfully atgimat the placing of borrowed
money into a savings/cheque account with other personal funds brokekthedessary to prove the funds
were borrowed for tax deductible purposes.

The AAT is not the highest court in the land but relevant nevertheless. Thefsitlingember stated:

“I accept the Commissioner's submissions. Where the funds haveanbeeningled it is impossible to
determine the use to which they have been put. In other words the pofpibseborrowing cannot be
ascertained. It cannot be said that the expenditure — that is the paymentst inteas been incurred in the
course of gaining or producing assessable income”

Mrs Domjan also tried to argue that when she deposited privateifitodser loan account they were
guarantined from the loan so when she drew money from the loan for ppiwgieses it was simply a
redraw of those funds, not a separate loan for private purposes. sSlw@tiended that any private funds
put back into the loan after the redraw should go only towards redtlengpan for private redraws.
Further she should not be penalised for using her private fundsportarily reduce the interest on the loan
and as a result reduce her tax deduction. The AAT found that the dontts not be divided so all
repayments were to be spread equally over the loan and skencbwhoose the character of the funds she
was redrawing from.

Mrs Domjan was in for a penny in for a pound. She even claina¢s the bank required her to insure
her home because it was security on the loan, the insurance should be tax deductible. Ne diitleher

The AAT also found that when Mr Domjan used a lump sum he personzdiyed to pay off his half of
the loan, the amount had to still be split equally between them gswir® co debtors on the loan.
Therefore even though he had paid his share back he was stilcetdiclaim half the interest that related
to Mrs Domjan’s share. As a result of this it would now helpnt, when only one member of a couple is
borrowing to buy their share of an income producing jointly ownedsinwvent, the loan should only be in
his or her name, not both. Trying to get a bank to agree tanthysbe a problem. If the bank will accept
the non borrowing partner only giving a guarantee and his or her nasmeatosctually appear on the loan,
the problem may be avoided.

What was alarming was the fact that Mrs Domjan, who pregaedwn tax return received, a 25%
penalty on the basis she had been careless in claiming thetimerelation to the redraws. The ATO’s
argument being she had been careless in relying on a draft afiérghe final ruling had been issued. In
the ATO’s world taxpayers preparing their own tax returns should have knowletiigetbousands of ATO
rulings available and check regularly for updates. The AATeavath the ATO! | have quiet a problem
with this conclusion because unlike the draft ruling the final rutilmgnot cover redraws. So the ATO’s
argument is really that Mrs Domjan should have followed up theaadiad the final ruling and then realise
that by omitting parts of the draft but not issuing a counter WieWAITO was really saying they no longer
held the view expressed in the draft. The issue of redrawsvedually addressed in another ruling 2
years after Mrs Domjan had lodged the returns in questions.

Probably Mrs Domjan greatest mistake was representing fhieesete the AAT. Though | have no
answer as to how the average taxpayer can afford to be equalbserted against the ATO and its
unlimited, taxpayer funded, resources.

Footnote: This article was published in the Sunday Mail and sommeotators criticised it claiming that
surely if good records are kept of how the personal cheque accosinse@, transferring loan funds into it
should not break the nexus. Don’'t be misled the AAT member residingDmvejan’s case actually

complimented her on her record keeping.

Hart’'s Case Decided for the ATO — Linked Split Loars

On Friday 2% May, 2004 the High Court handed down its decision on Linked Split Loafavdur of
the ATO.

I do not find it too surprising that they found that these typesaotlwere a scheme with the dominant
purpose of a tax benefit therefore caught by Part IVA. This was a clay pigeon for the ATO and yet it
still needed to go all the way to the High Court. It waday pigeon because the banks marketed these
arrangements on the basis of the tax savings. Therefore it ffteslidfor the taxpayer to argue a different
motive.

It is important to remember this case does not change theidednature of interest or for that matter
interest on interest. Gleeson & McHugh specifically stalbed the question of the deductibility of interest
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upon interest does not need to be addressed because the isstreadgsdacided on the basis that there
was a scheme to gain a tax benefit.

The moral of the story is not to get involved with mass markaxesichemes unless they have an ATO
ruling. This is because the ATO has no trouble proving your primatiwe was a tax benefit as there is
always an abundance of marketing propaganda to prove this. On the othdohamase sight of the fact
that you are not obliged to pay more tax than necessary. In IT 2330 the ATO states:

"Notwithstanding that an arrangement may not be capable of explanation by reference to
ordinary business or family dealing and even though it may be entered into to avoid tax,
it will not attract the operation of section 260 (now Part IVA) if its purpose is to take
advantage of a specific or particular provision in the Income Tax Assessment Act and
complies in every respect with the requirements of the specific or particulasiprgv

i.e., the choice principle.”

This approach is supported in Harts case where the judges stated,;
“If such a taxpayer took out two separate loans, and the terms of the loan for the investment
property were different from the terms of the loan for the residential property irhthat t
provided for a higher ratio of debt to equity, and for payments of interest only, rather than
interest and principal, during a lengthy term, then ordinarily that would give rise to no
adverse conclusion under [Part IVA]. It may mean no more than that, in considering the
terms of the borrowing for investment purposes, the taxpayer took into account the
deductibility of the interest in negotiating the terms of the loan. How could a borrower,
acting rationally, fail to take it into account?”

Unfortunately the judges concluded that such a loan was not normalibkevao it was not reasonable
to argue it was a normal arrangement apart from the tax bet#ifimately it was the linking of the loans
that sunk them. This should not discourage investors seeking simiartlea stand on their own merits
rather than being linked to a non deductible loan.

Fine tuning this theory in relation Part IVA we need to recoghasethis test has two elements. Firstly
there has to be a scheme and secondly it needs to have a dominant puapasebenefit. In Hart's case it
was recognised that a scheme as per 177A(1)(b) can bagicdliga any .... course of conduct. So there is
no point in poking around here for a gap other than to say the legislators could not have intendetibthis s
to be so wide or it would catch everything.

So now let’s look at the dominant purpose of a tax benefit test. \Wiishalso be present for Part IVA
to apply. No this does not mean that if you walk into a newsagenmyy an invoice book your dominant
purpose was to gain a tax deduction for the book and as it was a€couconduct’ that is it not tax
deductible because this is a tax scheme. We have to be miisgcrédadan that. Nevertheless the High
Court found that Hely J was correct in stating:

“A particular course of action may be both tax driven, and bear the character of a
rational commercial decision. The presence of the latter characteristic does nohideter

in favour of the taxpayer whether, within the meaning of Pt IVA, a person entered into or
carried out a ‘scheme’ for the dominant purpose of enabling a taxpayer to obtain a tax
benefit”.

So finding another reason to justify the arrangement is not enough. It is altlddominant purpose. The
simpler the arrangement the better, the more artificisledomes the more it meets the definition of a
scheme.

The court having disallowed the capitalised interest becauses ipavt of a tax scheme did not have to
rule on whether capitalised interest itself was tax deductibléeel that the capitalised interest would
normally be deductible providing it has not been created as parsdfieme with a dominant purpose to
save tax.

Say for example you have a line of credit on your rental propadya separate loan on your home.
Your tenant may pay you a couple of months rent in advance which you fpgguofhome loan as
everything is up to date and cash flow looks good at the time. tBwerext two months you have quiet a
few personal expenses that take up all of your wages. Thené¢kearal some repairs are due on the rental
property. You need to draw the funds to cover the rates and repairgheoline of credit on the rental

BAN TACS Accountants Pty Ltd Claimable Loans Booklet -5-
Created by Julia Hartman B.Bus CPA, CA, Registered Tax Agent



property and due to lack of funds the interest that month has to bdisagita_uckily you just manage to
make the P&l payment required on your home loan. This scenario isscbheme. Events just happened
that way and it is not for the ATO to tell you how to manage y#faira. Linking the two loans or a
systematic approach to the increase in the loan on the rentarfyropay point towards a scheme. Just
watch out for spare funds to make extra repayments on your homeoahgmp up the rental property
with your spare cash if you can use the equity in your rental property instead.

This principle can also work with a business instead of a rental property.

Caution with Rental Property Interest

You are only allowed to claim interest if the money borrowed wsasl to buy something that was
income producing. Accordingly, if you use a line of credit to payyoftir credit card that you have been
living off then that amount was borrowed for non tax deductible purpodas. mBkes an awful mess of a
normally tax deductible loan and can reduce it to 100% non tax deducithie & years because any
repayments have to be pro rataed between the loan for the Reypalty and the loan for the Credit Card
this of course means a larger portion of the repayments p#ydRental Property and the portion of Credit
Card debt increases each month.

We also now have Domjan's case to contend with. Unless there clemr @onnection between the
monies borrowed and the expense the interest is not deductible. InrBoogse the placing of borrowed
funds into a personal cheque account to pay Rental Property expenigeshier nexus and the interest on
the borrowed funds was not deductible. The ATO is not enforcing Dorefabuy it does give them the
precedent if they ever want to.

A substantial part of the ATO argument in Hart's case wdact¢héhe bank marketed the arrangement as
a tax minimisation scheme. If you can't afford the interest paymemhtirgh because of financial hardship
and the bank lets you add it to your loan balance you will not be caught by the precétiatisicase.

So generally, what should you do? Note there may be better veysngl at an individual
circumstances:

1. Only use a Line Of Credit with a Credit Card used for private purposes, on a nonldeduwszin

2. If other loans for Rental Properties are Lines of Credit, angw on them for rental property
expenses and make sure these expenses are paid direct not rthxedawrivate cheque account or
a credit card used for private purposes as well.

3. Compound interest only when financially necessary.

4. If you do not have a Main Residence or are considering buying a neandnenting out the one
you are in, do not use funds in the offset account to pay rental prepgenses. Draw them from
the Line Of Credit on the rental property, keeping the offseiumt as high as possible. The net
result has no effect on interest but this will increase theuabof deposit you will have in the offset
account for your Main Residence. When you draw this out, the origasalfor the Rental Property
or your old home once it is rented, is still fully tax deductible.

5. An offset arrangement is far better than a Line of Crexlit feaves the funds available for private
purposes if needed.

Don’t be Scared to Claim Capitalised Interest

Interest on capitalised interest is deductible as longsaaadt part of a scheme with dominant purpose of
a tax benefit.

The ATO is hesitant to clarify this in fear of opening the floateg but on the other hand it cannot say
that capitalised interest is not deductible because it would create chaodsriesbes operating an overdratft.
ID 2006/298 the LOC ruling that was withdrawn on 1-12-06 is a clasaimghe of that. They withdrew it
to stop the flood gates bursting but couldn't say it was incorfector Hart's case they were not allowed to
claim interest on interest because, due to all the bank's advertisingam#terATO had no trouble proving
that the scheme was an arrangement with the dominant purposexobantdit. When in the previous
Hart's case the ATO tried to argue that capitalised interest was notidlediney lost. References:

2004 Harts Case:
Gleeson CJ and McHugh J:
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The issues in this appeal, and the relevant facts, are set out ieabens of Gummow
and Hayne JJ. We agree that the Commissioner's appeal on the Pt IV/shssue
succeed, and that the question relating to the deductibility, in the citanoes, of
interest upon interest (which was answered by all four members Bétlezal Court in
favour of the respondents) does not arise.

Note in the above Hart's are the respondents
2002 Harts Case:
Conti J:

90. | have had the advantage of reading the reasons for judgment of Hill andJely J
As with Hely J, | am fully in accord with the reasons of Hilbdconcluding that the
compound interest incurred was deductible under subs 51(1) of the 193beihc},
reasons which | consider to be essentially in line with those o6Qyée first instance.
The primary judge recorded, incidentally, that it may well be that by $ome point
in time, compound interest on Loan Account 2 will exceed the rental enfammthe
time being to be derived from the Jerrabomberra property, being a ciranogstvhich
did not affect in principle his Honour's conclusion upon the subs 51(1) dedugtibil
issue.

Capitalised Interest Update

The ATO has issued another ruling on capitalised interesta IPrsvate Binding Ruling (PBR) so it will
only protect the person who applied for it. Nevertheless PBR 697&&llisvorth a read. In this example
the taxpayer already has a home loan, they organise a loredif to invest in shares. The line of credit
was a distinctly separate account from the home loan but iwilashe same bank. The taxpayer wrote to
the ATO stating that he or she did not want to use personal fundg tihg interest on the line of credit.
The limit of the line of credit would be used for further investtaento shares and to cover the interest that
would be capitalised. No mention was made as to how the dividendshfeashares would be used. The
taxpayer wanted to know if he or she was entitled to a tax teduor the interest on the capitalised
interest and the ATO said yes.

The PBR also concedes that the 2002 Harts case stands, inthleainierest is incurred on borrowings
that are deductible then interest on that interest is deductitlde€arfs Part IVA goes the PBR concludes
that “a reasonable person would conclude that you did not enter into the schemeléonitient purpose of
obtaining a tax benefit” and leaves it open to the Taxpayer to cimebde use personal funds to pay the
interest. It seems a blatant omission that the use of anygs from the investment is not addressed. |
feel we can rest assured that if they thought they could @ingtighe earnings from the investment should
be used to meet the interest then they would have repeated it several times over.

Those readers who are not afraid of a confrontation with the AdyDchioose to redirect rental income
towards their private mortgage. Why not get an ATO ruling fursd let us know the result. In the
meantime even the most conservative reader should not use inconsenibtadlirectly from the investment
to prop it up. Borrow the money necessary to meet the cash dharidauise all your personal income to
pay off any personal debt.

Capitalised Interest is Deductible BUT Not if YourAvoiding

Tax

In November the ATO released ATO IDs 2006/297 and 2006/298, they lsimtiadt despite at first
reading appearing to contradict each other

ID 2006/297 gives the example of an investor that has a split itlarawank, one loan for his or her
home and the other for his or her rental property. But the agreentlribhe bank is that all repayments go
towards the home loan allowing the interest to capitalise on tit& foperty. In these circumstances the
ATO concedes that the interest on the capitalised intisrelstductible. But they will use Part IVA to void
the deduction
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Interestingly, ID 2006/298 gives the example of a split loaa fome and rental property but the loans
are lines of credit. It states that choosing not to make theestteepayment on the rental one will not
provoke the ATO to use Part IVA to void the deduction.

The reasoning behind this is in the history of the Hart's calsethe 2002 it was ruled that capitalise
interest is deductible. In 2004 the ATO appealed and the Hartsubsiot because capitalised interest is
not deductible. The judges said they did not need to rule on the issapitlised interest because the
arrangement was disallowed under Part IVA. Part IVA can aera deduction that is technically
allowable if it has become so because of a scheme with thmalanpurpose of a tax benefit. In Hart's
case it was not difficult for the courts to conclude this, becafidgbe abundance of bank propaganda
material promoting the tax benefits.

So what are the sorts of things the ATO looks for to deciddhest is a “Scheme with the dominant
purpose of a tax benefit” TR 98/22 is a good source of referencébieneake sure you get a current copy
as it was amended considerably in 2004, as a result of Hart's Ba$er paragraphs 16 and 25 for some of
the most relevant points being:

» A planned course of conduct designed to produce a tax benefit

» Facilities structured to provide additional interest deductions

» Facilities marketed on the basis of tax benefits

» A structure as to how the home is paid off quicker than the rental property

* Absence of another commercially justifiable reason for the arrangement

* Both loans with the one lender

The IDs are a common sense conclusion supported by case lawicték siterpretation would be an
administrative nightmare for businesses operating a bank overdratft.

Progress on Capitalised Interest Ruling

On the T December, 2006 the ATO withdrew a ruling stating that intevestapitalised interest was
deductible in a normal line of credit (ID 2006/298). They withdrewrtiieg, can you believe, to prevent
uncertainty! Anyone who is now more certain because they basariformation on the subject could you
please contact me and explain. It maybe different if theyisaids wrong but they didn’t. And I think it
was right. Anything less and you would have businesses running an afvendibig trouble. But
nevertheless if it is predominantly a scheme to reduce tax it is caugattdy R.

We have been nagging the ATO to give us more information. All thelg ¢ell me was that their
opinion is expressed in TR 98/22 and TD 99/42. The latter ruling splgifiaddresses line of credit
arrangements and says they can be caught. Both rulings lafecstsed on loans where there is an
understanding with the bank that a minimum repayment intended to covdodaghis required to be paid
off the private loan.

In a true line of credit situation there is no repaymemirement providing the limit is not reached.
This was the case in ID 2006/298 which stated in the facts but riog ohetision reasoning “there were no
fixed minimum principal and interest repayments required by the lender”.

The bottom line is all these rulings accept that capitaligedesst is tax deductible as long as it is not part
of an arrangement to reduce tax. So you can’t have a scheamamgement with the bank but if you have
the available credit you can pay rental property expenses andisapit@ interest. It would also help if
you don’t use a systematic approach.

TR 98/22 lists the elements required for a loan to be an arrangenredtice tax and be caught by Part
IVA - summarised as follows:
» A planned course of conduct designed to produce a tax benefit
» Facilities structured to provide additional interest deductions
» Facilities marketed on the basis of tax benefits
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* A structure as to how the home is paid off quicker than the rental property
» Absence of another commercially justifiable reason for the arrangement
* Both loans with the one lender

ID’s like ID 2006/298 come from applications for private rulingstdpayers. They are sterilised so
that the taxpayer cannot be identified and made available to the agbd guide as to how the ATO is
thinking. In sterilising the ruling the particular facts of tlese were removed to the extent it made a
blanket statement that a line of credit would allow you to clapitalised interest. The situation cannot be
that straight forward as the banks would simply start marketimgw product designed to give a tax
advantage with a line of credit instead of the loans offeréthny’'s case. But it is not the type of loan that
is at issue it is the existence of an arrangement that has the dominant purpasebeinefit.

So tax scheme promoters are out but it is not up to the ATO yotehow to manage your money. With
a sound knowledge of the issues as discussed in our claimable loanst Isemtde every legitimate
opportunity to repay non deductible debt.

Capitalised Interest Doubters

For readers who still worry that capitalised interest is nduatéble here is another twist on the cases
covering this issue. Part IVA, our anti tax avoidance scheme legislaticategpen a premise that you have
artificially created a tax deduction. You see Part IVA caraqmily unless a tax advantage has been
achieved. So for the final Hart's case to be decided on thetbasBart IVA disallowed the deduction for
capitalised interest means that if capitalised interesesabout in a way other than a scheme to reduce tax
it will be deductible. That is exactly what they have to be saying for thetoduave resorted to Part IVA.

This means you can still borrow to pay the rates, repairs, interest etc aantaliproperty and claim
the interest on this new loan as a tax deduction as long as it is not a scheme to xeduce ta

ATO Claims Interest is NOT Deductible if Your Spou®

Earns More Than You

In PBR 61949 the ATO claims that the cost of a laptop, used to produce income, is tax dduldtible
interest on the loan to buy it is not. The taxpayer’s income was spasmodic and whpleldefar a loan to
purchase a computer to use in his business the finance company would only lend based @8 msanfe
and the loan had to be in her name. The loan repayments were made from their joint bank Batdbet
ATO decided, in its wisdom, that the interest was not deductible to the taxpagasedis income was
irregular so at times it may have been his wife’s income that made thestmepayments.

We do not give this ruling a snowball’s chance in hell of standing up in the courts. But mkdago
there? Accordingly, you should make sure your name is also on any loan documentsagrukit m
worthwhile arranging for the repayments on any equipment used in your businesetout of a bank
account in your name only. Ideally income from the business should be used to makeptngeemts
even if it means your spouse meets the private expenses of you both.

Loans in Joint Names

Nothing seems to have come of Tabone’s case. The one we warndsbybwlaere the court found that
because the borrowings were in the name of both members of the angplboth contributed to the
repayments then they were only entitled to claim half of thexrest each. This was a big problem because
the income producing property was only in the husband’s name so theouldenot deduct her share of the
interest. The case was decided on another angle so this istnoh@ precedent just a comment from the
courts. Nevertheless there is too much at stake with large property loang tergagi

The very best option is to persuade the bank to have the loan documbatesame of the spouse who
owns the investment with maybe the other spouse giving a guaraBtedf that is not possible at least
organise a loan document between spouses where the non investor spouseilesdare of the loan the
investor spouse at the same rate of interest that the bank is charging.
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Simple Rule for Borrowing

Interest is only deductible on a loan where the money borrowedusesk to purchase an income
producing asset. The people that this rule bothers the most ameethéhat have paid off their home, want
to buy a new one to live in and rent out the old one. Trouble is theyogttx deduction for interest
because there is no loan where the money was used to buy the income producing property.

You may never think this will happen to you but times change job transégpen and a bargain
presents itself. The only way to make sure you are not casigbtriever ever pay off any loan on any
property. That is right, keep them all interest only and putrtbeey you would have used to pay off
principle into an offset account. Attach the offset account tootlre flor whichever property you are living
in at the time.

The only disadvantage of this strategy is that banks do not seedhstasitting in the offset account as
equity which you can borrow against. This means that, in extreme casesstfaieigy, the only equity you
will have is the increase in the value of the properties. Omlgecidvantages of investing in houses is the
high lending ratio allows you to borrow the maximum and so have#éxémum amount of money working
for you. If you are interested in maximising your equity there will ragetoff in utilising the flexibility of
an offset account.

Business Owners Reducing Non Deductible Debt

Here is an interesting titbit for business owners that retegewith careful planning they could use
some of their business liquidity to reduce the non deductible debt orntme. As discussed in earlier
edition as long as it is not a scheme to reduce tax you camlisgpihterest on borrowings for deductible
purposes. This means if you have some spare cash in your busires# ot can use it to reduce your
home loan. If at a later date the business needs the cashdoaclrnydraw it back off your home loan but
as that draw is used for business purposes the future interest q@orti@an of the loan is tax deductible.
The interesting titbit is a very old case Case F17 6 TBRD %8f5e the board held that even though the
need for the business overdraft arose from the extravagastylifef the business owner he was entitled to
a deduction for the interest on the overdraft where it related to cheques drawn to pagsbespenses.

Now remember if what you do is a scheme to avoid tax you canndélisgpinterest. | am not
suggesting a particular course of conduct. | am just sayingpneaste good cash sitting in the business
bank account and don't forget if you draw money on your home loan to put into thedsusank account
for business expenses the interest on that portion of the loan will be deductible.

Note this gets a lot more complicated if the business is fadru»mpany as the money is not your
money so you need to speak to your accountant about safe methods of withdirevimoney from the
business and replacing it. Generally the arrangement won’t work as wethpaaies or trusts.

Redraws

A tax deduction is only allowable on the interest on a loan ifotlggnal borrowings were used to
purchase an income producing asset or refinance the remainingéafaa loan that was originally used to
purchase an income producing asset. As you pay off the original lmgsoyou reduce the interest you
can claim. Redrawing on the loan will not increase the intgoestan claim unless the funds redrawn are
also used in relation to an income producing asset.

For example, assume you borrowed $300,000 to buy a rental propertyellM@musown home (which
you did not owe anything on) and rent while building a new one. Ta@myou have $200,000 in spare
cash while the building of your new home is in progress. To savedd initerest on the $300,000 rental
property loan, which has a redraw facility, you pop the $200,000 in tim¢ifeyou need it. Trouble is when
you redraw the $200,000 to make the progress payments on your home ymurravang for private
purposes. You have paid $200,000 off the rental property loan and now onl§1@/@00 of the original
loan left. In the future the interest on that loan will only b& 14X deductible.

This problem is overcome by putting the spare funds in a sepecatenaibut offsetting that for against
the rental property loan.
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How to Pay Your Home Off Sooner

Here is an example of just how knowing the latest tax lawshegnyou build your wealth through
decreasing non deductible debt. Bare with the story it has somexa@ting numbers in it. This is based
on a recent ATO ruling PBR 69725.

Firstly you need to understand the difference between good debacaett. At its worse bad debt is
that wide screen TV or expensive to run car that is not gemgnaiu any income. The debt on your home,
while being part of a very worthwhile investment is also bad detduse it is not tax deductible. For
example if you are earning over $75,000 a year you will have to ebrasa$1.71 to pay your tax and then
have $1 left to pay the interest on your home mortgage. On the atfetrifithe interest you are paying
relates to a loan for investments you receive a tax deductiginsimryou only have to earn $1 to pay $1 in
interest. |think you can already see the benefits of getting rid of non deewl=bt.

Here is my dream situation.

Mum and Dad own a home worth $560,000 on which they still owe $150,000. Even at an808%6 |
mortgage insurance does not apply, they have another $250,000 availalfietlzart borrow. So they go
to the bank and arrange a line of credit for $250,000 that is compéetefyyate from their home loan but
secured by the same property. They decide to invest $200,000 into sech&unadyfrom which they expect
a return of 4% in fully franked dividends and conservatively estimate capiteihgto be 5%.

Mum and Dad have a good income of over $80,000 a year each but theyifestgl@ fo match. This
is why they chose to only invest $200,000, it gives then further blaitaedit of $50,000 should they not
be able to afford the interest repayments on the investment loan.

Having read Noel's book Making Money Made Simple they can sesalttamtage of compounding their
investment return so they advise their financial planner to orgémisthe dividends to be reinvested.
Further, in accordance with Noel's advice they arrange \ughbank that the term of the loan, originally
used to purchase their home be paid off over 10 years. Nowyifpaid their home off over 30 years at
7.5% it would cost them $1,049 per month. Over 10 years the repaymefs, #8& per month so they
need to find another $732 per month. But let's see what this $200,000 investment can do for them.

Now to the affect the $200,000 borrowing has on their tax refund. firgheyear they will have a
deduction for $15,000 in interest with $8,000 in dividends and $3,429 in franking ¢hesliggves them a
tax loss of $3,571 x 41.5% = $1,482 refund but wait there is more thegetisbe franking credits back
$1,482 plus $3,429 = $4,911 / 12 = $409 per month. By applying to the ATO to have ithetebments in
their wages reduced to give them the tax benefit of their refoegue during the year they already have an
extra $409 per month towards their $732.

Now the trick here is they do not pay any interest off the $200,0@8tment loan. There is nothing
wrong with this PBR 69725 says you don’t have to use your private farnpds/ for an investment loan and
the dividends are being reinvested so there are no investment fundblave pay the interest. The
interest is then capitalised and, assuming, for simplicity, theyh@ar interest annually next year they will
be charged interest on $215,000 all of which will be tax deductible. $eaintwo their tax return will
include interest of $16,125. Now as the dividend has been reinvested amd weecting 5% capital
growth the dividend received in year two is $8,720 with franking tyedi$3,737. This will give them a
refund of $5,259 or $438.25 per month. By year 10 the tax refund is exceed8¥gthper month in extra
repayments but even at the start they only had to take an extrap&B28onth out of their household
budget. The tax office is contributing more than they are.

So what have they got at the end of the 10 years. They have paidioéir non deductible debt ie paid
off their house in 1/8 of the time, 10 years rather than 30 years for only a smadidserin the repayments.
They now have an investment portfolio worth $434,379 yet the investmewif lonedit has only increased
to $390,279 so they could sell off the portfolio and have $44,100 which would covepitat gains tax if
they want to take that road. But a much better path would bentonge with the investment and salary
sacrifice the money they had been paying off their house into suneton so they could pay out the debt
when they retire. By saving to repay the loan in superannuatigratbesaving at a tax rate of 15% while
still getting a deduction on the loan at 41.5%.

| must point out at this stage that PBR 69725 is a private rudings cannot technically enforce it
against the ATO. It is only published to give taxpayers an ideehaf the ATO is currently thinking. If
you want to be confident you should apply for a ruling of your own quoting PBR 69725.
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It is important that these loans are independent of each otHerkewb or split facility and that they are
not organised through a lender who promotes the tax benefits of such loans.

Capitalised Interest

The ATO have been very busy lately in issuing rulings on capitalised interestly W@ the ATO
issue a ruling they will not be drawn into the question of whether the arrangerdet eaught by Part
IVA, the section designed to catch schemes with a dominant purpose of a tax beneifitat€lyrtthese
rulings specifically ask the Part IVA question so it was, in some casegraas This point is very relevant
for capitalised interest questions because the only time the ATO has beasfligtestopping a taxpayer
claiming capitalised interest was when the ATO argued the dominant purp®aetaxabenefit (Hart's case
2004).

A Brief Summary of the Rulings:

PBR 80938~ the big issue here is that the ATO said Part IVA applied to deny the deductiapitalised
interest when there was an arrangement with a separate bank from those ptbeithags for the
investments. This bank “b” provided three lines of credit with a floating cap. One toebiayrtty home
and one to cover interest on interest on the investment loans, that was payable beoatestrent
income was less than the interest and associated expenses. The trap hetelea8Tiaaargued that
because of the floating cap the borrowing had an arrangement similar tolaat's case so Part IVA
applied. That is there was an agreement with the bank that providing the home loatused ttee loan
for the investments could be increased. Really the only point to take from this PBRt issgoafloating
cap when personal debt is involved. And | would dearly love a person in business to \erit finling on
the fact that their business overdraft is secured by their home on a flogtiagaagement. If the ATO
tried to apply the same principles to that loan then most small businesses with aafolvavera record
keeping nightmare on their hands.

The ATO’s argument could be summarised that the split loan with the floatingscapl®alooked at as
one loan and the repayments made have to be apportion, on the basis of the balance outstandititg over a
splits. “The fact that the aggregate of the outstanding balances in the sub-sottati OC facility
cannot exceed the credit limit in substance reinforces the argument thas tirereality only one loan”.
PBR 79493 -The ruling is about one of those loans that do not require the borrower to make the full
interest repayment in the first 5 years. Only a percentage of the im¢gpagtible, the balance being
capitalised into the loan. Each year the percentage of the interest, that igatdé¢ pdecreases until at the
end of 5 years the full rate of interest is payable. The important point in theisulihgur investment loan
is a distinct separate loan product. It has separate terms and conditionsefdrniti it solely. Your
investment loan is not linked in any way to another loan”. Also the taxpayers had themtrthahthe
arrangement was entered into so that they had more cash flow available totertther property
investments. The ATO concluded that the dominant purpose of the arrangement was cashéfltax
benefit, so was not caught by Part IVA.

PBR 76986 and 76985 Accepts that interest on money borrowed to pay rental property expenses such as
rates, repairs and insurance is deductible. The alarming bit here is thaiQhefsed to give a ruling on
whether Part IVA applied. The two PBRs appear to have been submitted by the ssameyt@ two
different scenarios to work out just how far they could push the issue. The ATO asked forfaroration
before they would answer re Part IVA but there was no practical way the éaxquayd answer the
qguestions the ATO asked so they then used this as an excuse not to rule! It is dhises@viour by the
ATO that plays right into tax scheme promoters hands as they come up with reagdheyhave not got
an ATO ruling on their arrangement.
PBR 69725~ Don't get too bogged down by the negatives in these rulings we still have PBR 69725 where
the ATO allowed a claim for capitalised interest because the taxgiayeot want to use personal wages to
prop up the investment. In this ruling they also agreed that Part IVA did not apply.

Remember that PBRs are only binding on the ATO by the person who applied for the rulin

Shifting Non Deductible Debt to Business Debt

PBR 79002 is about borrowing to pay business expenses including the purchase of tr&damglstoc
using the income of the business to pay off non deductible debt. Seems a bit cheekypbrtieittly
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legitimate. Mind you a PBR is only binding on the ATO for the benefit of the personpphiedfor the
ruling so if you are at all concerned you should apply for your own.

The key is being able to cover the arrangement as not being a scheme with thatgonpoeaes of a
tax benefit. Nevertheless, it is not for the ATO to tell you how to run your business.

In the situation described in the ruling the taxpayer opened a separate bank accadnthnthe
business income was deposited. From this account the private home loan was repaid,isesse bus
expenses were paid and the interest on the line of credit used to pay the balambeisihdss expenses
was paid. The ruling found that as the taxpayer was a sole trader he or she praslmdéd from using the
business income to repay private debt.

The ruling found that there was not a dominant purpose of a tax benefit in the arrdarizpmaese there
was no tax benefit! In fact it was simply a finance option available to businkssfirifling was further
supported by the fact the taxpayer intended paying off the home loan in 3 to 4 months andkimgn wor
towards persuading the bank to accept the business as security on the loan for the dystnses,
arguing that the dominant purpose of the arrangement was asset protectionmelyheof@e. An
argument the ATO accepted.

Capitalising Interest

PBR 79460 and PBR 79803 In these rulings the taxpayer had a principle and interest loan with ah offs
account for their home and two loans for their investment property, one interest only atitetheas a
line of credit. The interest only investment loan was secured by the rentalyrofee line of credit was
secured by the taxpayer’'s home but all three loans were distinctly diffeass with the same bank. The
line of credit was used to pay the interest on the interest only investmenhtbal eental property
expenses such as rates and insurance. The rent was deposited into this line of credi
This simple and tidy arrangement was accepted by the ATO as capitaiitgrest without the dominant
purpose of a tax benefit. The taxpayer proposed that they redirect the rent integhacafbunt which
offset their home loan. Though the taxpayer intended to make the interest paymentsmerofrereédit so
it was only the interest on the other investment loan that was compounding. To quote the ruling
“In summary, you wish to deduct the compounding interest on the investment LOC
against the income the rental property has produced. You will not pay anything
toward the investment LOC (over and above the monthly interest) until after theslaing to your
home is repaid in full”.
The ATO in both rulings said that technically the interest was deductible but wouldenonh whether Part
IVA would prevent the taxpayer claiming the deduction because the dominant purgesamangement
was a tax benefit.
The ATO quoted the 2001 Hart’s case.
"The incurring of compound interest depends upon a decision not to pay simple interédtsas it
due. Sometimes such a decision will be compelled by impecuniosity. That caseefaadidd.
Take a case where a private individual has the means to pay simple intéridtsadue on an
investment loan, but chooses to purchase an object of art instead. It is not clear bpyoedtar
that interest upon interest would be deductible as being incurred for the purposengf gai
producing assessable income in those circumstances.”
My dictionary describes impecunious as poor, penniless. So it would seem that weenrGythrt's 2001
case said it can be left aside | assume he was saying if you cardttafaiepayment then capitalised
interest will be deductible. So what if you arrange for the loan on your own home to bel@mmmnci
interest over 10 years or less and the only way you can afford the repaymentseshe rental income as
well? Then is the arrangement not caught by Part IVA as having the dominant puradar bénefit?

Draft ATO Ruling on Capitalising Interest

The ATO has issued a draft ruling TD 2008/D12 on the compounding of interest on a deduatible loa
In short the draft ruling tries to argue that relying on Hill J’s and Helgxkst words in their summing up
statements in the 2002 Harts case (which by the way were identical) €dirfpound interest like the
ordinary interest will take its character from the use to which the oriiginds borrowed are put” — is
incorrect and that more attention should be given to discussions earlier in thbmaisthe purpose and use
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of the expenditure. Despite the fact that in this discussion Hill J statég thatnnecessary in the normal
case to distinguish between the two tests”.

It seems to us that the ATO is unnecessarily complicating the issuetéoucreartainty so that more
conservative taxpayers will be too scared to claim capitalised intefdestsumming up statement by the
judges seems to be intended to simplify the application of the purpose and use test wiem iappl
capitalised interest and should be treated as such. For the ATO to claimtéral eelading of this
judgement is incorrect is in my opinion an attempt by the ATO to change the worrtls speken by three
judges of the Full Federal Court and they have no right to do this.

We have expressed this opinion together with a plea to not over complicate the issiewhen t
government claims to be concerned with tax simplification. Readers ietkiaghis topic might also like
to voice their objection. The deadline is tffeGctober, 2008. Comments on this ruling can be sent to
briony.andrew@ato.gov.au

Please note you cannot claim capitalised (compounded) interest as a taxaédhetidominant
purpose in doing so was a tax benefit.

Claiming Interest on an Unrelated Loan

PBR 84855 puts a new angle on when interest on a particular loan is deductible PBRsrmauia§o
applications so can only be enforced on the ATO by the person who applied for the rulirigxpByer
sold Property X which was purchased with Loan A and used the sale proceeds to pay &f\tuah was
used to purchase Property Y. The ATO accepted that the interest on Loan A wdedoetible against the
rent earned on Property Y. The reasoning in the ruling was - “It is acceptduethatd’ or objective
purpose of loan A will then be attributed to property Y. Property Y is an income eaeniagjproperty and
accordingly, you are entitled to a deduction for the interest expense on loan A.”

This is excellent news if you don’t want to pay off a loan fixed at a low intetesbra you paid the wrong
loan off by mistake. But make sure you apply for your own ruling before gebyirthis.

Readers who have purchased a new home and are renting out their new home may wamwlgy know
they can’t claim the interest on their new home because, after all, the |ddedeth@m to keep their old
home as a rental property. All | can say is fair question but I'm sure the AT€awno way.

Using the Rent to Pay Off Your Home

For those of you that think Accountants lead a boring life let me dispel this mgtlamador all. 1 have
spent a couple of days amusing myself immensely by asking the ATO a vamgequestion. Gives you
the same sort of thrill as rattling a dog’s chain, standing back and watchingyhersdund like they know
what the hell is going on.

My question seemed simple enough. If you use the rent from your investment poopaytpftf your
own home, in the meantime capitalising interest on the rental property, willt@ecénsider your
dominant purpose to be a tax benefit? The counter argument being that the dominant purpogayntas s
pay off your own home sooner which is the logical approach for any home owner. Onenafritgoals in
your working life is to get your home paid off. Why should the ATO attack such amcti

| started by sending them an article | wrote for Australian Propes@gtor magazine’s February edition
and asked them for a comment. The response was that they don’t provide comments ondajjsatineti
opinions. So | then submitted a reader’s question on the issue. The response this tima¢ tivay don’t
answer gquestions about specific situations and | should apply for a ruling. No kidow'wvhat type of
guestions they do answer, but they certainly didn’t want to answer mine. When | saiththprocess
would take too long and that my experience was that rulings always took much longer @&udalys
specified in legislation, they suggested | ring the tax agent advisamnseicthe ATO. | did and spoke to
Brian. He told me he couldn’t answer and that | needed to apply for a ruling. | askied Wwe entitled to
as the reader would not want to be identified. He said that should not be a problem. Wedhitl was
ruling application was rejected for that very reason.

Needless to say they don’t want to come out and say it, if they thought they co@dgoettive
answer they would have been right back. | don’t give up that easy, that was just therfaw il get
serious stay tuned.
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Capitalising Interest — Comment

Just by way of a comment PBR 84855 further verified capitalised interest isilbleduyg stating:
'Further, interest on a new loan used to repay an existing loan, or pay the infggaseearcurred on an
existing loan of this type will generally also be deductible as the ckadhe new loan is derived from
the original borrowing.

Draft Ruling on Capitalised Interest Finalised

TD 2008/D12 has been finalised as TD 2008/27. The ruling can be summed up as saying ‘phesprinci
governing the deductibility of compound interest are the same as those governiedutigdity of
ordinary interest”. That is about all the ruling says the real areas of traezas the Appendix and
Compendium of Comments on submissions made about the draft.

The Appendix, in paragraphs 11 and 12, states that the test to be applied is the question of the purpos
the borrowing and the use to which the funds are put. It can be summed up as saying, inalheaserm
the use to which the borrowed funds are put is enough, no need to look at the purpose of the borrowing al
that in the normal case of compound interest the new interest takes on the sasrtbatsapplying to the
original borrowings. It then goes onto say that the ruling does not include a catisidas to how the anti
avoidance provisions of Part IVA could be applied.

Of particular reassurance to my concerns is item 8 in the Compendium whislihgtbtbe objective of
the ruling is to clarify that the principles of deductibility apply in the same whether the interest be
ordinary interest or compounded interest and to reject a view that was forntiag theesult of the 2002
Hart's case compounded interest was in some way more deductible than orderast.int
Considering these comments | will now get off my soap box, refer Newsflash bdks like its business
as usual.

Borrowing Costs When Loan Not Approved

TD 93/48 states that the costs you may incur in trying to obtain finance for grepeaity are not tax
deductible as borrowing costs if the loan is not approved, because they are not ancastingiincome.
Though there is ample argument in the CGT section of the 1997 ITAA to include them ilngpbase
under section 110-25(4) ownership costs or 110-35(9) borrowing costs or 110-35(2) if tfueytlzee
services of a surveyor, valuer, auctioneer, accountant, broker, agent, consultahtaolvisga Maybe
even under 110-25(2) regarding money paid in respect or acquiring the property. @ftceyrsan’'t be
included in the cost base if you don’'t end up buying the property.

Using Rent Income to Pay Off Your Home Sooner

We have recently received a ruling from the ATO confirming that, in appropriaienstances it is ok
to use the rent you receive to pay off your non deductible debt while capitaligrestrin the rental
property loan and interest on that capitalised interest will also be tax dedudttilthe particular
circumstances of our ruling it reduced term of the clients private home loass thvéa 7 years.

Now if the dominant purpose of your arrangement is to gain a tax benefit then theAappty Part
IVA to deny you a deduction for the capitalised interest. This approach stemddrtisicase in 2004
where the ATO proved that the taxpayers’ dominant purpose in capitalisinghteeast was a tax benefit
because they used a linked loan that was promoted by the banks for its tax benefits.

In our ruling we were successful in arguing that the dominant purpose was to peyrdfbme loan
sooner and the tax benefit was incidental. We also showed that the property would lgvestoate
positively geared.

Our approach was that the client was going to use the rent and other income torpthedoartgage on
her own home capitalising the interest payments on the rental propertieshierdimet of credit. Our
guestion was, as she was going to do this anyway it was just a matter of wineth€O required her to
apportion the interest between deductible and non deductible on the new line of credibamdvifiet
basis. Of course it is well settled that capitalised interest takes ortuhe olthe original interest so they
could not say it had to be apportioned and they could not say that endeavouring to pay down yosr home &
soon as possible had a dominant purpose of a tax benefit because every home owner triksitdpae
off as quickly as possible.
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If you have been using rent to pay off your own home, possibly due to financial ddécultany other
reason that is not solely or dominantly to gain a tax benefit you might also Biggply for a ruling to make
sure that the ATO can’t come along later and apply Part IVA. The r@spmpnse we received was a
private binding ruling so can only be relied upon by the person who applied for it.

On the property investors page of our web site is a checklist and more information ssuthif iyou
have been using the rent to pay off private borrowings and are concerned we canyorgpana private
ruling application for $350.

Interest Not Deductible On Loan To Purchase Options

ID 2009/71 goes to the heart of many employee share ownership incentives. In L 200 TO
ruled that the interest on money borrowed by an employee to purchase options fandnaresiployer
was not deductible.
An option typically only entitles you to purchase shares. Interest is onlytitidelifche borrowed
money was put to some income producing use. The options themselves will not produce incomeisincom
only likely to come into the arrangement if the options are exercised and tee abquired as a result,
produce dividends. This is too far removed from the purpose of the borrowings.
If the option is exercised then the interest expense, and for that mattee tof pinie option can be
included in the cost base of the share. But note the interest expense cannot gotecfaatsa capital
loss.

Interest Apportionment Calculator

If you have both undeductible and deductible components combined in the one loan it can be a massiv
job to work out what portion of the interest is tax deductible if there have been draw doingsiaiyear.
To speed up this process we have created a calculator that helps you ¢lsérpatéon of interest you can
claim. Itis a simple excel worksheet which you can download for $9.95.

Tax Schemes and Part IVA

The following puts the ATO'’s scare tactics back in perspective. In nearly BBR they issue they
refuse to consider whether Part IVA could apply and whenever they don't likeaagement they threaten
Part IVA. Yet, in the explanatory memorandum to the introduction of Part IVAa@allstated, that the
provisions of Part IVA are directed against tax avoidance arrangemendselidatant, artificial or
contrived.

Deducting Penalty Interest

There has been quite a bit of confusion as to whether the penalty interest that a fgeskyciafor
breaking a fixed interest loan is deductible or not. To add to this confusion the AT@aullihe topic is
outdated yet the ATO is still treating it as current. If you find the foligwough going don't feel
embarrassed, it is tough going. Don't give up, at the end | give three exangplsisduld cover most
scenarios so hang in there you will get a clear answer to your situation.

The offending ruling is TR93/7, it was released in 1993 and discusses sectionsi0bthe Tax
Assessment Act (ITAA) which were replace with the 1997 ITAA and even the 1&9¥as amended on
6™ April, 2006. This means that the section numbers referred to throughout the ruling agenadorect
but for the most part still mean the same thing. Except when it comes to the discmsgihat can be
included in the Capital Gains Tax (CGT) cost base of an asset, this part is so oatitosdaiw incorrect.

TR 93/7 states that penalty interest costs are not interest for the purposesre tax. It is not a payment
for the use of someone else’s money it is a payment to break a contract possibly totax@idterest
charges but certainly not itself in the form of interest. If the penakydst is incurred to reduce future
interest such as refinancing at a lower rate or paying the loan off &nky interest was deductible then the
cost of the penalty interest will also be a deductible expense in the finagmiahgurred. Note even if you
need to borrow the penalty interest it is still fully deductible in the yearried and you will be entitled to a
deduction for the interest on the money borrowed to pay the penalty interest, providirgptréyps still
used for income producing purposes.
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The above would not apply if you are paying out the loan early as a result of sellprgpgbey. In this
case it would be a capital cost but the penalty interest would still be fully d@duostider section 25-30 of
the 1997 ITAA (section 67A of the 1936 ITAA) as a mortgage discharge cost to thetaatehe
borrowed money has been used to produce income. Loan discharge fees and deferredtdetkeisan
also be fully deducted in the year incurred, under section 25-30 again providing thesdamoney had an
income producing purpose.

Most circumstances will be covered by the two scenarios above. But neitheseo€émeapply when the
borrowed money has not been used to produce income, for example a holiday home or a house you are
living in but don’t want to use your CGT main residence exemption on. In these cangessiou are

looking to include the penalty interest in the cost base when calculating the CGT.

Now back in the days when TR 93/7 was written the cost base for CGT purposes could ordg o wia
capital items specifically listed in the legislation. These itensdiec borrowing costs (not otherwise
deducted) listed in section 135 of the 1997 ITAA. But the ATO argues in TR 93/7 that boromsiagan
only include costs to bring a loan into existence not to bring it to an end.

In TR 93/7 the ATO claimed that none of the other elements of a cost base fittedctipgideof penalty
interest. The way the CGT cost base legislation is structured it would havegedically described in
the act to be included unless it falls within section 110-25(4), the third element of thas®stThe list in
this section is simply by way of example so does not limited that sectiort tbgutems listed. Back when
TR 93/7 was written the third element of the cost base could only include the non cspgalif@wnership.
Accordingly TR 93/7 argues that the penalty interest is capital in nature so barinotluded in this
section. On B April, 2006 changes were made to the third element of the cost base, the wordgftadn ca
costs of ownership” were replaced with “costs of ownership”. The list of nonlozgsta such as interest,
rates, insurance etc continued in the section but are only examples of non capgitalt ¢®stow recognized
that ownership costs go wider than this, to obviously include capital costs. TR 98/ffetatéhe payment
would not be included in the cost base of the asset .... as it ....is not a non-capital cost”. Sogégécha
the legislation from the use of the words non-capital costs to costs of ownership showtayginion, open
the gates to include the penalty interest in your cost base for CGT purposes,dfribtigealify elsewhere
as an expense.

Nevertheless, due to the 50% CGT discount, in most cases, a CGT cost is only warttla imaifmal
expense. So if your intention is to sell a property and you are facing largecbstg it maybe worth
refinancing to a variable loan before you sell. Then you can be sure the cobesfwilly deductible
because the property is rented at the time. If you tenants move out before yoensilétdeduction for
mortgage discharge costs under section 25-30 will be reduced because the loan wgsusetftdl
produce income ie towards the end the loan maintained a property held only to be sold ratledetha

Examples

Breaking the loan to sell the property but it has not been income producing:
The penalty interest is included in the cost base under the third element but ndéertérg ean only
reduce a capital gain not increase a capital loss.

Breaking the loan to sell a rental property:

This is a capital cost but section 25-30 of the 1997 ITAA allows mortgage disdustgesuch as penalty
interest to be claimed as an outright deduction in the year incurred providingrieg borrowed has been
used to produce income.

Breaking the loan for a rental property to refinance at a lower interesirpaly off:
As this action will reduce future interest payments the penalty interéstazessimply a cost of reducing
future interest expenses which means it will be a fully deductible expetiseyear incurred.

How Capitalising Interest Sees the Year Out

The ATO has requested another 3 months to consider how they will treat arrangemeeats
borrowings are made from a line of credit to make the interest payments omienegtoperty loans while
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the rent is used to pay off private debt. The ATQO’s last objection was not with theirgntibed to pay off
private debt but the fact that the line of credit and the private debt were secunedshbine property, ie the
family home. They argued that the loans were linked because they sharedlsesanty. There seems
very little point in trying to speed up the process at this time of year sallweait the 3 months hoping to
get a conclusion early in the new year. Though, if they ask for a further exteaféer that, it maybe
quicker to just push the matter into the courts. An option the ATO may want to avoid becalliskeatw
more publicity to the issue, so stay tuned!

In the meantime if you are buying a rental property and want to leave ymunsogben to borrow the
interest payments on the rental property loan you should bear this in mind when yothsdbapd at the
time of purchase. Of course you can't enter into the arrangement with theatdmirpose of a tax
benefit. But if you may one day enter into a budgeting strategy that maximegesdevery cent possible
offset against your home loan for as long as possible, to reduce interest, thead/tmmeke sure that the
line of credit from which you will borrow the interest on the rental propertybeasecured elsewhere other
than your home. This is where it is important to keep your options open at the time of pgrehasital
property, to maximise the equity available in it to secure the line of ciféalitexample you would use up
all the equity in your own home as security on a loan for the deposit for the rentatyrdgpes will be
such a large deposit that the rest of the borrowings for that purchase can b& sgauns the rental
property and still leave equity in the rental property available to sdwaitmé of credit if and when
necessary.

Arrangements to Increase Debt on a Property

The idea is that the ratio of ownership on a rental property changes between spibusesspouse
borrowing to buy more of the property off the other spouse. If there is equiy praperty then the selling
spouse only needs to pay down the portion of the debt that represents the portion of the house sold whict
leaves some of the proceeds to reduce non deductible debt. The buying spouse borrows a thartion of
current market value so effectively some of the equity gained in the prapestgased. We are not saying
this arrangement is not acceptable to the ATO, to the contrary in ID 2001/79 tleeyegcsuch an
arrangement but this ID is not enough to protect you as discussed below. If you wasurie that this
arrangement will work for you, you should get an ATO ruling. The primanynaegt of your ruling request
is that you did not enter into the arrangement with the dominant purpose of a tax benefimdruald#o
your argument is a valid alternative dominant purpose. If you don’t have this them@heaf use Part
IVA to ignore the new loan and revert to the situation had the transaction not beed enter
Considering the stamp duty and refinancing cost it is worth making sure the A&llow the interest as a
deduction first, by getting a ruling on your dominant purpose for the arrangement.

In Hart’'s case 2004 the ATO won their argument that Part IVA applied ply gnoducing the bank
advertising material promoting the tax benefits of the arrangement. &uarifigancier offers you a product
to achieve this don’t touch it because it shows you were motivated by the tax benefit.

In ID 2001/79 a taxpayer was allowed a deduction for money borrowed to buy out his or hés spouse
share of a rental property. The trouble is this is only an ID so at best only pastgate who relies on it
in good faith from penalty interest, the ATO will still amend the tax returnslzarge the tax. The second
problem with this ID is it does not address the issue of whether the ATO would apgpglyAain short
this ID should only be used as a reference in a ruling application rather thag oslyin

If you go ahead with this arrangement make sure that there trulansgetrof ownership and that the
borrowed funds go directly from this new loan into the individual bank account of the selling,sgmuse
settlement. It is important that there is a clear audit trail showingaheyrbeing used to purchase an
income producing asset and that this is not mixed with private funds.

Capitalising Interest in a SMSF

Generally a SMSF can only borrow against an asset once. This means a&hd3éverage because it
is very difficult to borrow against the increased value of the asset.

The recent changes to the SMSF borrowing laws has left a small window oliofigdrére. Section
67A(1) of the SIS Act allows for the original borrowings on the property to be reéddnd then in an
attempt to limit exploitation of this provision it states:
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(i) money applied to refinance a borrowing (including any accrued interest on aibgjrtiw
which this subsection applied (including because of se6ti@) in relation to the single acquirable
asset (and no other acquirable asset); and
This means that you could stop paying the interest on the loan, if the bank would let youe dhd sa
cash for a deposit on another property, then refinance the original loan and the uspastl int

Capitalised Interest Update — A Draft Ruling Issued

On the 29 June the ATO issued a draft ruling, TD 2011/D8 on arrangements where interest is
capitalised on a rental property loan while the rent is used to reduce the principdenam tdeductible debt
on the private home.

This ruling may come as a shock for some investors who have paid many thousands ob diokarset
brokers and property spruikers for such an arrangement. It certainly makesaustéetter about our
conservative, get a private ruling approach.

This ruling is only a draft and there will be many submissions by the porfdssiause it goes way too
far and ignores established case law. Nevertheless, it makes some sengalbéapoints.

Firstly a bit of background information. Capitalised interest is only deduittibie not part of a
scheme with the dominant purpose of a tax benefit (Part IVA). There have beepravéde rulings
allowed by the ATO where taxpayers were successful in arguing theinaionpurpose was simply to pay
their home off sooner or that they should not be required to use private funds to prop up an investment.

The draft ruling specifically and exclusively covers the argumentithatadminant purpose was simply
to pay their home off sooner. Of particular interest is a point that surprisinghphbseen used before by
the ATO. That, if the overall debt of the taxpayer remains the same theneheyt aeally achieving their
desired result. Of course the overall debt doesn’t remain the same, it should sethatentre fat tax
refund cheque but we are not too sure whether that is a good line to argue, considerirgpyiagthe
dominant purpose is not a tax benefit.

The ruling does go too far in implying that you must use your wages etc to prop up/gstment
possibly leading to borrowing for private expenses instead. It also dlaapply retrospectively which is
unreasonable considering the number of rulings and case law it contradicts. Aglgome do not expect
to see the final ruling taking this form and are aware of many submissionglthee made against it. In
the seminar section of our web site there is an area for follow up material. Oussiohragainst the draft
will, once completed be posted there. If you would also like to make a submissiust #yaidraft you can
find the arguments we consider relevant by visiting our site shortly. Submissibneed to be made by
the 29" July, 2011 to ruth.geary@ato.gov.au

So where to now? Don't let this prevent you from applying for a ruling if you feel yeuanather
suitable argument that is not based on paying your home off sooner. Examples hayybe have high
home loan repayments (the term of your home loan maybe 10 years) and didn’t get tivegaayg iyou
expected or spouse has to take time off work etc. So cannot afford to meet all ymitneents and need
to use the rent for private purposes just to get by. There are many predeatemisain the ATO would
loath to try to tell you how you should manage your money.

Here are the basics on when capitalised interest is allowed that mezdll&@m the Harts cases.

1) Capitalised interest takes on the nature or the original borrowings — if thestrae the original

loan is deductible then you can claim interest on borrowings to pay the originadtintere

2) If you can't afford to make an interest repayment and have to borrow it (ie alld@athbalance to

increase because you have available credit) then interest on that borsoteixgeductible

3) If you enter into an arrangement to capitalize interest with the dominant purpageefing a tax

benefit then the interest on the interest is not tax deductible because ithsloabgrt IVA a
scheme with the dominant purpose of a tax benefit. In Harts case the ATO simp\phadiice
bank advertising material saying there was a tax benefit in the loan.

Note PBRs are private binding rulings so cannot be enforced upon the ATO by anyotieattie
rulee, nevertheless here are some interesting ATO responses:

PBR 69725 — An investment in shares where the taxpayer said he or she did not want to usgegher wa
income to prop up the cash shortfall in the investment. They ATO said they could borsivertfia|
instead and that interest on interest would be deductible. No mention was made otdhehisle the
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dividends were put. If the ATO thought they could require the taxpayer to use the dividendtotipay
loan or interest then it certainly would have. There are many case precederdgshe ATO has not been
allowed to tell a person how they should manage their affairs.

PBR 81797 — Accepted dominant purpose was not a tax benefit but simply quarantining@opaté}
expenses, so Part IVA did not apply.

PBR 94265 - ATO accepted that the dominant purpose was to own their home sooner, not a taxobenefit, :
Part IVA did not apply

PBR 1011345133229 — ATO considers the arrangement is caught by Part IVA becausehlast’s case
the loans are linked. The ATO claims the loans are linked because they sharectbeaity.

Based on the above if you do have another dominant reason other than the tax benefit or owning your
own home sooner you should apply for a ruling and take care that you LOC where st isteapitalized
is not secured, against the private home. This can be achieved by using all thene¢lyaibyome as a
deposit for a rental property and then having spare equity in the rental properiyreoteed_ OC where
interest is capitalized and rental expenses are paid. It is best to kdgp@hseparate from the loan to
actually buy the rental property just in case everything goes pear shalged; gbu have not tarnished the
loan where interest is clearly deductible. Also make sure you don’t enteounrtaryangement with a
lender that is promoting the tax benefits or that it is a way to own your home sooner.

Capitalising Interest — Our Submission

Our submission to TD 2011/D8 is now on the web site in the seminars section where notesvaiig foll
material is sometimes posted from our seminars. If you have any intetieist iopic at all please have a
read and consider making your own submission on any points that may apply to you.

Reverse Mortgages

These can be a great retirement tool if you live too long. The idea is that thenosnjole money
secured by your home. You do not have to make any repayments on the loan and the bank cgonot take
house until you die. Of course the power of compounding interest is working in revérsg \gmt more
rapidly in debt each year. But if the banks can't sell the house out from under you, véhianaaiter. For
reason that | can’t quite comprehend people seem to worry about leaving sorteetheigchildren. If you
use this strategy as a backup, in case you live longer than you anticipateauthelnildren will already
have retired and have accumulated enough assets in their working life. latlegytiby then, they are
probably only going to waste yours

. Terms vary from bank to bank but you are unlikely to ever be able to borrow more than #8% of t
valuation and then probably not until you are 85 years old. At 65 years of age you are bnly hieeable
to borrow 20% to 25% of the valuation depending on your lender.

Capitalising Interest Rulings

We still encourage you to apply for a ruling if you are going to systestigitcapitalise interest while
making more than the required repayments on your own home. Though if you can wait #kiDthe
finalise TD 2011/D8 we might have a clearer view of what is acceptablehg&ihTO.

It maybe that a ruling application made by an individual has a greater chanceasissthan one lodged
by a professional. The ATO may be less worried about the floodgates opening.

We have set up a page on our web site to provide you with the guidance you need to make your own
application. Our offices are more than happy to review your application or provide.advic

The web page can be accessed from the menu on the property investors’ page.

What you need to argue is that your dominant purpose for capitalising the intgrest tental property
is not a tax benefit. The main point in TD 2011/D8 was that it may not necessarilpbe engpugh excuse
that you were motivated by wanting to pay off your home sooner. Other reasonaybave are financial
necessity or the accounts are set up that way for ease of record keeping. iBess,lgau don’t want to
go checking your account balance all the time.
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Saving Tax on Your Investment Property — The Book

“Every investment property tax-related question you've ever wondered about is eddwee and —

perhaps more importantly — the ones you didn’t think to ask but should have! For property investors who
want to refine their strategy for maximum gain, this resourceful handbook will make a graantons
companion.” Eynas Brodie, Editor, Australian Property Investor magazine.

Combining Noel Whittaker’s easy reading style with Julia Hartman’s mindimgnhattention to detail was
a major challenge but made it to the book stores. You can also purchase it online by going to:
bantacs.com.au/book _savingTax.pfhe cost is $29.95 plus $5.95 postage — tax deductible of course!

Ask BAN TACS

For $59.95 aAsk BAN TACSyou can have your questions regarding Capital Gains Tax, Rental Properties
and Work Related Expenses answered. We will include ATO references to supporichusion.

Back Issues & Booklets

To obtain free back issues of the fortnightly BAN TACS Newsflash or any of the following booklets visit our
web site at www.bantacs.com.au/freebies.php. You can also subscribe to our Newsflash reminder.

Alienation of Personal Services Income Buying a Business Capital Gains Tax

Claim Your Trip Around Australia Claimable Loans Claiming a Motor Vehicle
Defence Forces [Military] Death and Taxes Division 35

How Not To Be A Developer Divorce FBT for PBls

Fringe Benefits Tax Investors Miners

Goods and Services Tax Overseas Professional Practices
Key Performance Indicators Real Estate Agent Rental Properties
Overseas Backpacker Fruit Pickers Selling a Business Small Business

Secret Plans and Clever Tricks Subcontractors Teachers

Self Managed Superannuation Funds Wage Earners Year End Tax Strategies

Disclaimer: Please note in many cases the legislation referred to above has only just passed through parliament. The full effect is not clear yet
but it is already necessary to make you aware of the ramifications despite the limited commentary available. On the other side of the coin by the
time you read this information it may be out of date. The information is presented in summary form and intended only to draw your attention to
issues you should further discuss with your accountant. Please do not act on this information without further consultation. We disclaim any
responsibility for actions taken on the above without further advice as to your particular circumstances.
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