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What the borrowed money was used for determines
deductibility

Traditionally, the interest is only claimable onlcan where the actual money borrowed is used
directly to produce income i.e. buy the income picdg property. The Roberts and Smith case of July
1992 has changed this. In this case a firm ot#ots borrowed money to pay the partners back soime
the original capital they had invested in the firhihe Commissioner argued, as has been acceptéeé in
past, that the proceeds of the loan were not us@doduce income but for the private use of théngas.

The Federal Court ruled that such a simple conmeds not appropriate — the partners have a right t
withdraw their original investment and as a resh# business needed to borrow funds to finance the
working capital deficit. It was irrelevant thatetioaned money was paid directly to the partndrs, t
purpose of the loan was to allow the income praayeictivity to continue. The tax office issueduéing

on this matter TR95/25. The ruling states the Rshb&nd Smith case cannot apply to individualssate
owners of property because technically they cann@ money to themselves. The ruling goes on to say
“The refinancing principle” in Roberts and Smithsh@ application to joint owners of investment Eayp,
which are not common law partnerships. The joimhers of an investment property who comprise a sec
6(1) tax law partnership in relation to the properannot withdraw partnership capital and haveiglot to

the repayment of capital invested in the sense hitlwthose concepts are used in Roberts and Smith.
Accordingly, it is inappropriate to describe a Imgsis, as a “refinancing of funds employed in armss.”

IT2423 states that people who own less than ttee&l properties are not in business and therefore
not in partnership under general law. This meaas ¢ouples wealthy enough to be purchasing them t
rental property can rent out their home then bortieevmoney to build themselves a new home and maybe
claim the interest on the loan as a tax deductganst the rent earned on their old home. Notesthave
been a few cases were taxpayers have unsuccegskdlyo argue they are in business. In Crippseddral
Commissioner of Taxation 1999 AATA 937 the taxpayewned 14 town houses and other properties at
various times. The ATO was successful in arguingyttvere not in business but the foundation of the
ATO’s argument was that they had an agent manatijiagoroperties. So it is crucial that you run the
properties as a business i.e. fully manage themsgtfu

Regarding linked and split loan facilities. Thésans link a loan for the rental home and a lgan f
the private home together so the bank will pereyialyments from both rental and wages income taalie p
off the private home loan with the interest on taetal home loan compounding. Accordingly, in arsh
period of time the mortgage can be shifted frompiieate home to the rental home. As the rentah lvas
used to purchase the income producing propertypagdnterest on that property, technically all ihierest
on that loan will be deductible. The Commissiosays in TR98/22 this is a scheme with the dominant
purpose of reducing tax and he will apply Part I¥6Adeny a deduction for the interest on the inter@se
High Court found in Harts’ Case 27-5-2004 that &iswan arrangement with the dominant purpose of
avoiding tax and caught by Part IVA but the coud ot rule that interest on capitalized interesiswot
deductible. More details of the High Court's demisin Hart's Case and ways of capitalizing intéres
appear later in this booklet.

Line of credit facilities dangerous

It is dangerous to use a line of credit facility a rental property loan when you will be drawing
funds back out to pay private expenses. Baset@principle that the interest on a loan is taxudéitle if
the money was borrowed for income producing purpabe interest on a line of credit could easilgdmee
non-deductible within 5 years. For example: A $000 loan used solely to purchase a rental propgrty
financed as a line of credit. To pay the loan safbner the borrower deposits his or her monthly glay
$2,000 into the loan account and lives off his er tredit card which has up to 55 days interest-tra
purchases. The Commissioner now considers thepe 98,000 owing on the rental property. In say 4
days when the borrower withdraws $1,000 to payhe$for her credit card the loan will be for $99,000
However, as the extra $1,000 was borrowed to gaywate expense, viz the credit card, now 1/99.6¢ of
the interest is not tax deductible.

The next time the borrower puts his or her 2,089 packet into the account the Commissioner
deems it to be paying only 1/99 off the non-dedletportion i.e. at this point there is $96,020 rmgvon the



house and $980 owing for non-deductible purpo$®ken, 45 days later, the borrower takes anoth&@0®1,
out to pay the credit card, there will $96,000 ayvion the house and $1,980 owing for non-deductible
purposes so now only 98% of the loan is deductddie, etc.

In addition to the loss of deductibility, the aoating fees for calculating the percentage dedlectib
could be high if there are frequent transactiorthi® account. The ATO has released TR2000/2 which
confirms this and as it is just a confirmation loé faw is retrospective.

To ensure deductibility and maximise the bengfrtsvided by a line credit you will need an offset
account that provides you with $ for $ credit. 3dare two separate accounts — one a loan andhéezo
cheque or savings account. Whenever the bankehga interest on the amount outstanding on yaau |
they look at the whole amount you owe the bankyiair loan less any funds in the savings or cheque
account.

Continuing to claim interest on a loan after busines or
iInvestment sold

A reader has sold an investment property for leas the amount he borrowed. He wants to know ddre
still continue to claim the interest on the balan€¢he loan. The ATO has lost a few cases in tbgard
lately so there is a good chance that the readkequalify for a tax deduction. FC of T v Jon@§02 ATC
4135 and FC of T v Brown, 1999 ATC 4600 and TR 2080dre the references. TD 95/27 has been
amended as the ATO recognizes that an employeg asoar for work purposes that sells for less tian
outstanding loan can continue to claim the interest

Everything you can do to bring yourself initoel with the positive points of the cases mentioakdve

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

1) All the proceeds of the sale should be used toyrapanuch of the loan as possible.

2) Endeavor to appear to be unable to repay the lman bther assets other than the family home.
This may mean as a couple if only one member owhegroperty sold at a loss the other member
should hold any further investments.

3) Don't refinance the loan to extend its term or @age the interest rate. You must appear to bgdoin
all that is possible to eliminate the loan. Sanafcing to reduce the interest rate is ok. On the
other hand if you have to change the loan fromqgypie and interest to interest only because that is
the only way you can afford the repayments you begble to justify changing the loan.

4) If the loan is already fixed at the time the inwasht is sold, then you have an argument that you
could not pay it out. This is a factor to considemou are refinancing before the sale.

The above also applies if the investment viases or if a business was sold for less than ghating

on it. In the case of a business the ATO has tssustatement that division 35 cannot work to quiame
the interest in these circumstances as the taxpsyer longer in business. Division 35 is discdsseNon
Commercial Businesses booklet. But all you reakyed to know is that Division 35 will not stop you
claiming the interest

Losing interest deduction

Imagine how you would feel if you borrowed @00 to invest in shares. Then when it came toraot
your tax return your Accountant told you the ingriss not tax deductible because the money wem fro
your loan to your cheque account so you couldenaitheque to your broker. A recent AAT case aetid
that if loan funds are intermingled with other fgnokefore being used for income producing purpdsesg t
are no longer considered to have their sourceanaan.

Interest is not deductible on a loan unlessgloceeds of the loan have been used to purchiaise o
relation to an income producing investment. Thé& tan be simply lost by paying some spare castheff
loan and drawing it back later, or not being abléace the flow of the funds to the investmenihe RTO’s
own ruling states “a rigid tracing of funds willtn@lways be necessary as appropriate.” Yet in j@orand
Commissioner of Taxation [2004] AATA 815 the ATOcsassfully argued that the placing of borrowed
money into a savings/cheque account with otheropatsunds broke the link necessary to prove timels$u
were borrowed for tax deductible purposes.

The AAT is not the highest court in the land kelevant nevertheless. The sitting AAT memliates!:



“I accept the Commissioner's submissions. Whieeeftinds have been intermingled it is impossible to
determine the use to which they have been puttherowvords the purpose of the borrowing cannot be
ascertained. It cannot be said that the expemrdituhat is the payment of interest — has beemnedun the
course of gaining or producing assessable income”

Mrs Domjan also tried to argue that when sépodited private funds into her loan account theyew
guarantined from the loan so when she drew monay fthe loan for private purposes it was simply a
redraw of those funds, not a separate loan forapipurposes. She also contended that any pifivads
put back into the loan after the redraw should gty dowards reducing the loan for private redraws.
Further she should not be penalised for using heate funds to temporarily reduce the interestranloan
and as a result reduce her tax deduction. The AAIhd that the funds could not be divided so all
repayments were to be spread equally over thedadrshe could not choose the character of the fsinels
was redrawing from.

Mrs Domjan was in for a penny in for a pourshe even claimed that as the bank required herstoe
her home because it was security on the loanjntweance should be tax deductible. No luck héhee

The AAT also found that when Mr Domjan used a lusam he personally received to pay off his half of
the loan, the amount had to still be split equédtween them as they were co debtors on the loan.
Therefore even though he had paid his share bagkalestill entitled to claim half the interest thalated
to Mrs Domjan’s share. As a result of this it wbnlow be prudent, when only one member of a cosple
borrowing to buy their share of an income produgoigtly owned investment, the loan should onlyibe
his or her name, not both. Trying to get a bankgoee to this may be a problem. If the bank adkept
the non borrowing partner only giving a guarantee lais or her name does not actually appear otodre
the problem may be avoided.

What was alarming was the fact that Mrs Domjahp prepared her own tax return received, a 25%
penalty on the basis she had been careless inictaitme interest in relation to the redraws. THEQfs
argument being she had been careless in relying dnaft ruling after the final ruling had been isgu In
the ATO’s world taxpayers preparing their own taturns should have knowledge of the thousands @ AT
rulings available and check regularly for updaté&be AAT agreed with the ATO! | have quiet a pel
with this conclusion because unlike the draft mylthe final ruling did not cover redraws. So th€Ms
argument is really that Mrs Domjan should haveolold up the daft to read the final ruling and theadise
that by omitting parts of the draft but not issuagounter view the ATO was really saying they owagler
held the view expressed in the draft. The issueedfaws was eventually addressed in another rding
years after Mrs Domjan had lodged the returns estjans.

Probably Mrs Domjan greatest mistake was megréng herself before the AAT. Though | have no
answer as to how the average taxpayer can affordet@qually represented against the ATO and its
unlimited, taxpayer funded, resources.

Footnote: This article was published in the Sunélayl and some commentators criticised it claimihgt
surely if good records are kept of how the persehafjue account was used, transferring loan fumdsti
should not break the nexus. Don’'t be misled theTAAember residing over Domjan’s case actually
complimented her on her record keeping.

Hart’'s case decided for the ATO — Linked split loais

On Friday 2% May, 2004 the High Court handed down its decisiorLinked Split Loans in favour of
the ATO.

| do not find it too surprising that they falithat these types of loans were a scheme witddh@nant
purpose of a tax benefit therefore caught by R&#t This case was a clay pigeon for the ATO anditet
still needed to go all the way to the High Couttwhs a clay pigeon because the banks marketed thes
arrangements on the basis of the tax savings. fidrerg was difficult for the taxpayer to argue ifetent
motive.

It is important to remember this case dodschange the deductible nature of interest ortat matter
interest on interest. Gleeson & McHugh specificaligted that the question of the deductibility rterest
upon interest does not need to be addressed betteugssue was already decided on the basis tbet th
was a scheme to gain a tax benefit.

The moral of the story is not to get involweidh mass marketed tax schemes unless they ha¥d@n
ruling. This is because the ATO has no troublevimg your primary motive was a tax benefit as thiere



always an abundance of marketing propaganda teegtos. On the other hand don’t lose sight offdat
that you are not obliged to pay more tax than reargsIn IT 2330 the ATO states:

"Notwithstanding that an arrangement may not lpabke of explanation by reference to

ordinary business or family dealing and even thatigiay be entered into to avoid tax,

it will not attract the operation of section 26@gnPart IVA) if its purpose is to take

advantage of a specific or particular provisiothea Income Tax Assessment Act and

complies in every respect with the requirementhefspecific or particular provision,

i.e., the choice principle.”

This approach is supported in Harts case wihergudges stated,;

“If such a taxpayer took out two separate loand,the terms of the loan for the
investment property were different from the terrhthe loan for the residential property
in that they provided for a higher ratio of debetity, and for payments of interest
only, rather than interest and principal, duririgregthy term, then ordinarily that would
give rise to no adverse conclusion under [Part [VAJmay mean no more than that, in
considering the terms of the borrowing for investireurposes, the taxpayer took into
account the deductibility of the interest in negbitig the terms of the loan. How could a
borrower, acting rationally, fail to take it intc@unt?”

Unfortunately the judges concluded that sutdaa was not normally available so it was not oeable
to argue it was a normal arrangement apart frontahdenefit. Ultimately it was the linking of theans
that sunk them. This should not discourage investeeking similar loans that stand on their owmitse
rather than being linked to a non deductible loan.

Fine tuning this theory in relation Part IVAeweed to recognise that this test has two elemétstly
there has to be a scheme and secondly it needs/éoahdominant purpose of a tax benefit. In Had'se it
was recognised that a scheme as per 177A(1)(yasinally include any .... course of conduct. Sodhe
no point in poking around here for a gap other titasay the legislators could not have intendesl sbction
to be so wide or it would catch everything.

So now let’s look at the dominant purpose tbabenefit test. Which must also be presenPfot IVA
to apply. No this does not mean that if you waltoia newsagency to buy an invoice book your dontina
purpose was to gain a tax deduction for the boak @it was a “course of conduct’ that is it not ta
deductible because this is a tax scheme. We lmbe tmore realistic than that. Nevertheless thghHi
Court found that Hely J was correct in stating:

“A particular course of action may be both tax driyand bear the character of a rational

commercial decision. The presence of the lattaradteristic does not determine in favour

of the taxpayer whether, within the meaning of\B&,la person entered into or carried out

a ‘scheme’ for the dominant purpose of enablingxpayer to obtain a tax benefit”.
So finding another reason to justify the arrangetmsenot enough. It is all about the dominant @sg The
simpler the arrangement the better, the more @Hifit becomes the more it meets the definitionaof
scheme.

The court having disallowed the capitaliseérest because it was part of a tax scheme dithancg to
rule on whether capitalised interest itself was teeductible. | feel that the capitalised interesiuld
normally be deductible providing it has not beeeated as part of a scheme with a dominant purpmse t
save tax.

Say for example you have a line of credit @uryrental property and a separate loan on yourehom
Your tenant may pay you a couple of months renadwance which you pay off your home loan as
everything is up to date and cash flow looks gootha time. Over the next two months you have tqaie
few personal expenses that take up all of your wiadéen the rates and some repairs are due aerited
property. You need to draw the funds to coverrttes and repairs from the line of credit on thaake
property and due to lack of funds the interest thahth has to be capitalised. Luckily you just aga to
make the P&l payment required on your home loahis §cenario is not a scheme. Events just happened
that way and it is not for the ATO to tell you hdo manage your affairs. Linking the two loans or a
systematic approach to the increase in the loathemrental property may point towards a schemest Ju
watch out for spare funds to make extra repaymentgour home and don’t prop up the rental property
with your spare cash if you can use the equityoaryental property instead.

This principle can also work with a businesstéad of a rental property.



Caution with rental property interest

You are only allowed to claim interest if theoney borrowed was used to buy something that was
income producing. Accordingly, if you use a linkecoedit to pay off your credit card that you haween
living off then that amount was borrowed for nor tieductible purposes. This makes an awful mess of
normally tax deductible loan and can reduce it % non tax deductible within 5 years because any
repayments have to be pro rataed between the twehd Rental Property and the loan for the Cr€ditd
this of course means a larger portion of the regampay off the Rental Property and the portio€@afdit
Card debt increases each month.

We also now have Domjan's case to contend. wilmless there was a clear connection between the
monies borrowed and the expense the interest ideubictible. In Domjan's case the placing of beed
funds into a personal cheque account to pay Ré&mtglerty expenses broke the nexus and the intenest
the borrowed funds was not deductible. The AT@asenforcing Domjan yet but it does give them the
precedent if they ever want to.

A substantial part of the ATO argument in Facbse was the fact the bank marketed the arraergean
a tax minimisation scheme. If you can't afford itlterest payment that month because of finanaedship
and the bank lets you add it to your loan balaraewill not be caught by the precedent in Hartseca

So generally, what should you do? Note ther@y be better ways, looking at an individual
circumstances:

1) Only use a Line Of Credit with a Credit Care@d$or private purposes, on a non deductible Loan

2) If other loans for Rental Properties are Liné€redit, only draw on them for rental propertyperses
and make sure these expenses are paid direct metimiith in a private cheque account or a creditl ca
used for private purposes as well.

3) Compound interest only when financially necegsa

4) If you do not have a Main Residence or are idensg buying a new one and renting out the ong yo
are in, do not use funds in the offset accountatp nental property expenses. Draw them from thme IOf
Credit on the rental property, keeping the offsabant as high as possible. The net result hadfact®n
interest but this will increase the amount of dépgsu will have in the offset account for your Mai
Residence. When you draw this out, the originahléor the Rental Property or your old home onas it
rented, is still fully tax deductible.

5) An offset arrangement is far better than a LafeCredit as it leaves the funds available fovate
purposes if needed.

Don’t be scared to claim capitalised interest

Interest on capitalised interest is deduct#sidong as it is not part of a scheme with dontipamnpose of
a tax benefit.

The ATO is hesitant to clarify this in fear @bening the flood gates but on the other handrnhctsay
that capitalised interest is not deductible bec@useuld create chaos for businesses operatingvardraft.
ID 2006/298 the LOC ruling that was withdrawn od2-06 is a classic example of that. They withdiew
to stop the flood gates bursting but couldn't $ayais incorrect. As for Hart's case they wereatlotved to
claim interest on interest because, due to albtrk's advertising material, the ATO had no troydsteving
that the scheme was an arrangement with the dommmapose of a tax benefit. When in the previous
Hart's case the ATO tried to argue that capitalisggtest was not deductible they lost. References

2004 Harts Case:

Gleeson CJ and McHugh J:

The issues in this appeal, and the relevant facesset out in the reasons of Gummow and Hayn@/aJ.
agree that the Commissioner's appeal on the Pti$ghe should succeed, and that the question rgltadin
the deductibility, in the circumstances, of inténgson interest (which was answered by all four fers of
the Federal Court in favour of the respondentskame arise.

Note in the above Hart's are the respondents

2002 Harts Case:
Conti J:



90. | have had the advantage of reading the reasongidgment of Hill and Hely JJ.
As with Hely J, | am fully in accord with the reasoof Hill J for concluding that the
compound interest incurred was deductible underssbib(1) of the 1936 Act, being
reasons which | consider to be essentially in it those of Gyles J at first instance.
The primary judge recorded, incidentally, that iayrwell be that by some future point
in time, compound interest on Loan Account 2 wited the rental income for the
time being to be derived from the Jerrabomberraperty, being a circumstance which
did not affect in principle his Honour's conclusiapon the subs 51(1) deductibility
issue.

Capitalised interest update

The ATO has issued another ruling on capitaliséer@st. It is a Private Binding Ruling (PBR) soviti
only protect the person who applied for it. Nekieléss PBR 69725 is well worth a read. In thisygla
the taxpayer already has a home loan, they organise of credit to invest in shares. The linecoddit
was a distinctly separate account from the home k4 it was with the same bank. The taxpayer eviot
the ATO stating that he or she did not want to peesonal funds to pay the interest on the lineredit.
The limit of the line of credit would be used farther investments into shares and to cover tlexest that
would be capitalised. No mention was made as o the dividends from the shares would be usede Th
taxpayer wanted to know if he or she was entitkedh ttax deduction for the interest on the capgdlis
interest and the ATO said yes.

The PBR also concedes that the 2002 Hartsstasels, in that if the interest is incurred on baings
that are deductible then interest on that intasedieductible. As far as Part IVA goes the PBRcbattes
that “a reasonable person would conclude that youak enter into the scheme for the dominant psepaf
obtaining a tax benefit” and leaves it open to Tlagpayer to choose not to use personal funds tahmay
interest. It seems a blatant omission that tleeaisany earnings from the investment is not adaes |
feel we can rest assured that if they thought ttee)d argue that the earnings from the investmbeatilsl
be used to meet the interest then they would hepeated it several times over.

Those readers who are not afraid of a condtam with the ATO may choose to redirect rentabome
towards their private mortgage. Why not get an Amfng first and let us know the result. In the
meantime even the most conservative reader shatldse income that is not directly from the investin
to prop it up. Borrow the money necessary to nieetcash short fall and use all your personal ireedon
pay off any personal debt.

Capitalised interest is deductible but not if youravoiding tax

In November the ATO released ATO IDs 2006/297 af@62298, they state this fact despite at first
reading appearing to contradict each other

ID 2006/297 gives the example of an investat has a split loan with a bank, one loan fordnifer
home and the other for his or her rental propeBut the agreement with the bank is that all repayts1 go
towards the home loan allowing the interest to tedipe on the rental property. In these circumsgarthe
ATO concedes that the interest on the capitalisggtest is deductible. But they will use Part IY6Avoid
the deduction

Interestingly, ID 2006/298 gives the exampia split loan for a home and rental property theatloans
are lines of credit. It states that choosing motmiake the interest repayment on the rental onenatl
provoke the ATO to use Part IVA to void the dedoicti

The reasoning behind this is in the histdryhe Hart's cases. In the 2002 it was ruled tiegtitalise
interest is deductible. In 2004 the ATO appealed the Harts lost but not because capitalisedastes
not deductible. The judges said they did not neetule on the issue of capitalised interest beedhe
arrangement was disallowed under Part IVA. ParA I¥an override a deduction that is technically
allowable if it has become so because of a scheitietihe dominant purpose of a tax benefit. In Hart
case it was not difficult for the courts to conauthis, because of the abundance of bank propaganda
material promoting the tax benefits.

So what are the sorts of things the ATO lofuksto decide that there is a “Scheme with the dami
purpose of a tax benefit” TR 98/22 is a good sowfceference here but make sure you get a cucamy



as it was amended considerably in 2004, as a rekHlart’'s case. Refer paragraphs 16 and 25 fioresof
the most relevant points being:

A planned course of conduct designed to produes aénefit

Facilities structured to provide additional intérédsductions

Facilities marketed on the basis of tax benefits

A structure as to how the home is paid off quidkan the rental property

Absence of another commercially justifiable reafmrthe arrangement

Both loans with the one lender

The IDs are a common sense conclusion sugpbstecase law. A stricter interpretation would de
administrative nightmare for businesses operatibgrik overdraft.

Progress on capitalised interest ruling

On the T December, 2006 the ATO withdrew a ruling statihgttinterest on capitalised interest was
deductible in a normal line of credit (ID 2006/298)hey withdrew the ruling, can you believe, teyent
uncertainty! Anyone who is now more certain beea®y have less information on the subject coold y
please contact me and explain. It maybe diffeffetiey said it was wrong but they didn’t. Andhink it
was right. Anything less and you would have busses running an overdraft in big trouble. But
nevertheless if it is predominantly a scheme tacedax it is caught by Part IVA.

We have been nagging the ATO to give us mofermation. All they could tell me was that their
opinion is expressed in TR 98/22 and TD 99/42. Tieer ruling specifically addresses line of ctedi
arrangements and says they can be caught. Batigsuare still focused on loans where there is an
understanding with the bank that a minimum repaynm@ended to cover both loans is required to bd pa
off the private loan.

In a true line of credit situation there is repayment requirement providing the limit is neached.
This was the case in ID 2006/298 which stated énféttts but not in the decision reasoning “thereewm
fixed minimum principal and interest repaymentsurezf by the lender”.

The bottom line is all these rulings accept ttegitalised interest is tax deductible as long e&snot part
of an arrangement to reduce tax. So you can't haseheme or arrangement with the bank but if yareh
the available credit you can pay rental propertgesmses and capitalise the interest. It would b&dp if
you don’t use a systematic approach.

TR 98/22 lists the elements required for a lttabe an arrangement to reduce tax and be caygharth
IVA - summarised as follows:

A planned course of conduct designed to produes a¢nefit

Facilities structured to provide additional intérésductions

Facilities marketed on the basis of tax benefits

A structure as to how the home is paid off quidkan the rental property
Absence of another commercially justifiable reafmrthe arrangement
Both loans with the one lender

ID’s like ID 2006/298 come from applicationgr fprivate rulings by taxpayers. They are stexdiso
that the taxpayer cannot be identified and maddadla to the public as a guide as to how the AEO i
thinking. In sterilising the ruling the particulfacts of the case were removed to the extent dema
blanket statement that a line of credit would allgou to claim capitalised interest. The situat@amnot be
that straight forward as the banks would simplytstaarketing a new product designed to give a tax
advantage with a line of credit instead of the faffered in Hart’'s case. But it is not the tygdoan that
is at issue it is the existence of an arrangentettitas the dominant purpose of a tax benefit.

So tax scheme promoters are out but it is pdbuhe ATO to tell you how to manage your mon#&yith
a sound knowledge of the issues as discussed inclaimable loans booklet seize every legitimate
opportunity to repay non deductible debt.
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Capitalised interest doubters

For readers who still worry that capitalisetenest is not deductible here is another twistlwn dases
covering this issue. Part IVA, our anti tax avaida scheme legislation operates on a premise thahgve
artificially created a tax deduction. You see H&#& cannot apply unless a tax advantage has been
achieved. So for the final Hart’'s case to be dettidn the basis that Part IVA disallowed the dedudor
capitalised interest means that if capitalisedregecomes about in a way other than a schemealtweeax
it will be deductible. That is exactly what thegMe to be saying for the court to have resortdegid [VA.

This means you can still borrow to pay thesatepairs, interest etc on your rental property@aim
the interest on this new loan as a tax deductidorggas it is not a scheme to reduce tax.

ATO claims interest is not deductible if your spous earns

more than you

In PBR 61949 the ATO claims that the cost t#@op, used to produce income, is tax deduchhbtehe
interest on the loan to buy it is not. The taxpaymcome was spasmodic and when he applied foamto
purchase a computer to use in his business theceneompany would only lend based on his wife’®me
and the loan had to be in her name. The loan repais were made from their joint bank account. tBat
ATO decided, in its wisdom, that the interest wasdeductible to the taxpayer because his inconse wa
irregular so at times it may have been his wifatime that made the interest repayments.

We do not give this ruling a snowball’s chantéell of standing up in the courts. But who vttt go
there? Accordingly, you should make sure your nemagso on any loan documents and it maybe
worthwhile arranging for the repayments on any popgint used in your business to come out of a bank
account in your name only. Ideally income from biusiness should be used to make these repayments
even if it means your spouse meets the privateresqseof you both.

Loans in joint names

Nothing seems to have come of Tabone’s case. ohe we warned you about where the court fouad th
because the borrowings were in the name of both baesmof the couple and both contributed to the
repayments then they were only entitled to claih diathe interest each. This was a big problerodose
the income producing property was only in the hagl®name so the wife could not deduct her shatbeof
interest. The case was decided on another angl@ss®s not a strong precedent just a comment fiioen
courts. Nevertheless there is too much at staltelaiige property loans to get it wrong.

The very best option is to persuade the bartkave the loan documents in the name of the spehse
owns the investment with maybe the other spouseg@ia guarantee. But if that is not possible aste
organise a loan document between spouses wherethavestor spouse lends their share of the lban t
investor spouse at the same rate of interesthledbank is charging.

Simple rule for borrowing

Interest is only deductible on a loan where theney borrowed was used to purchase an income
producing asset. The people that this rule bottiersnost are the ones that have paid off theirdyomant
to buy a new one to live in and rent out the ole@.orlrouble is they get no tax deduction for ingere
because there is no loan where the money was adrd/tthe income producing property.

You may never think this will happen to yout limes change job transfers happen and a bargain
presents itself. The only way to make sure yourextecaught is to never ever pay off any loan op an
property. That is right, keep them all interestyoand put the money you would have used to pay off
principle into an offset account. Attach the offaecount to the loan for whichever property yoe laring
in at the time.

The only disadvantage of this strategy is baatks do not see the amount sitting in the ofisebunt as
equity which you can borrow against. This meas, iln extreme cases of this strategy, the onlytggou
will have is the increase in the value of the prtps. One of the advantages of investing in heuse¢he
high lending ratio allows you to borrow the maximamd so have the maximum amount of money working
for you. If you are interested in maximising yagquity there will be a trade off in utilising thiexibility of
an offset account.
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Business owners reducing non deductible debt

Here is an interesting titbit for business evgnthat realise that with careful planning theyldouse
some of their business liquidity to reduce the deductible debt on their home. As discussed ifieear
edition as long as it is not a scheme to reducey¢axcan capitalise interest on borrowings for aithle
purposes. This means if you have some spare nagbur business account you can use it to reduae yo
home loan. If at a later date the business ndexlsdash back you can draw it back off your home loat
as that draw is used for business purposes theefutterest on that portion of the loan is tax deithle.
The interesting titbit is a very old case Case BII/BRD 1955 where the board held that even thobgh t
need for the business overdraft arose from thexeagrant lifestyle of the business owner he wagledtio
a deduction for the interest on the overdraft whierelated to cheques drawn to pay business exgens

Now remember if what you do is a scheme toichtax you cannot capitalise interest. | am not
suggesting a particular course of conduct. | ash $aying not to waste good cash sitting in thaness
bank account and don't forget if you draw moneyyoar home loan to put into the business bank adcoun
for business expenses the interest on that poofitime loan will be deductible.

Note this gets a lot more complicated if thesibess is a trust or company as the money is oot y
money so you need to speak to your accountant edadatmethods of withdrawing the money from the
business and replacing it. Generally the arrangémen’t work as well in companies or trusts.

Redraws

A tax deduction is only allowable on the ietgron a loan if the original borrowings were used
purchase an income producing asset or refinanceethaining balance of a loan that was originallgdut
purchase an income producing asset. As you pathefbriginal borrowings you reduce the interest yo
can claim. Redrawing on the loan will not increttse interest you can claim unless the funds rexrare
also used in relation to an income producing asset.

For example, assume you borrowed $300,0@Qyoa rental property. You sell your own home @thi
you did not owe anything on) and rent while buitglan new one. This means you have $200,000 in spare
cash while the building of your new home is in pess. To save a bit of interest on the $300,00€ate
property loan, which has a redraw facility, you pbe $200,000 in there until you need it. Troublevhen
you redraw the $200,000 to make the progress pagren your home you are borrowing for private
purposes. You have paid $200,000 off the renbenty loan and now only have $100,000 of the pabi
loan left. In the future the interest on that lwgh only be 1/3° tax deductible.

This problem is overcome by putting the sgarels in a separate account but offsetting thatg@minst
the rental property loan.

How to pay your home off sooner

Here is an example of just how knowing thedattax laws can help you build your wealth through
decreasing non deductible debt. Bare with theystdras some very exciting numbers in it. Thibased
on a recent ATO ruling PBR 69725.

Firstly you need to understand the differebetveen good debt and bad debt. At its worse lehtlid
that wide screen TV or expensive to run car thabisgenerating you any income. The debt on yound)
while being part of a very worthwhile investmentaiso bad debt because it is not tax deductibler F
example if you are earning over $75,000 a yearwitithave to earn at least $1.71 to pay your tad ten
have $1 left to pay the interest on your home naggég On the other hand if the interest you arengay
relates to a loan for investments you receive adtduction for it so you only have to earn $1 tg $a in
interest. | think you can already see the benefitgetting rid of non deductible debt.

Here is my dream situation.

Mum and Dad own a home worth $560,000 on whhey still owe $150,000. Even at an 80% lend, so
mortgage insurance does not apply, they have an$#%,000 available that they can borrow. So they
to the bank and arrange a line of credit for $280,that is completely separate from their home loan
secured by the same property. They decide to ir1$280,000 into a managed fund from which they ekpe
a return of 4% in fully franked dividends and canséively estimate capital growth to be 5%.
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Mum and Dad have a good income of over $80d0@6ar each but they have a lifestyle to matchis T
is why they chose to only invest $200,000, it gitleen further available credit of $50,000 shoulelytinot
be able to afford the interest repayments on thesitment loan.

Having read Noel's book Making Money Made Sleniiey can see the advantage of compounding their
investment return so they advise their financianpler to organise for the dividends to be reinekste
Further, in accordance with Noel's advice they mgeawith the bank that the term of the loan, oadjin
used to purchase their home be paid off over 1@syeaNow if they paid their home off over 30 y2at
7.5% it would cost them $1,049 per month. Overyé&frs the repayments are $1,781 per month so they
need to find another $732 per month. But let’swgbat this $200,000 investment can do for them.

Now to the affect the $200,000 borrowing hastloeir tax refund. If the first year they will e a
deduction for $15,000 in interest with $8,000 imidénds and $3,429 in franking credits this givesnt a
tax loss of $3,571 x 41.5% = $1,482 refund but waére is more they also get the franking creditskb
$1,482 plus $3,429 = $4,911 / 12 = $409 per moBth.applying to the ATO to have the tax instalmeants
their wages reduced to give them the tax benetiheif refund cheque during the year they alreaayehan
extra $409 per month towards their $732.

Now the trick here is they do not pay any ries¢ off the $200,000 investment loan. There iging
wrong with this PBR 69725 says you don’t have te ysur private funds to pay for an investment laad
the dividends are being reinvested so there arevestment funds available to pay the interest.e Th
interest is then capitalised and, assuming, fopbaity, they pay their interest annually next yéaey will
be charged interest on $215,000 all of which wél tax deductible. So in year two their tax returti w
include interest of $16,125. Now as the dividerd been reinvested and we are expecting 5% capital
growth the dividend received in year two is $8,%Wlth franking credits of $3,737. This will giveegm a
refund of $5,259 or $438.25 per month. By yeathitax refund is exceeding the $732 per monthxirae
repayments but even at the start they only hadike an extra $323 per month out of their household
budget. The tax office is contributing more thiaeyt are.

So what have they got at the end of the 1@sye@hey have paid off all their non deductiblétde paid
off their house in 1/8 of the time, 10 years rather than 30 years foy arsmall increase in the repayments.
They now have an investment portfolio worth $438,8@t the investment line of credit has only ineezh
to $390,279 so they could sell off the portfoliaddrave $44,100 which would cover the capital géémsif
they want to take that road. But a much betteh paiuld be to continue with the investment andryala
sacrifice the money they had been paying off theurse into superannuation so they could pay oud¢hée
when they retire. By saving to repay the loanupesannuation they are saving at a tax rate of iWbile
still getting a deduction on the loan at 41.5%.

| must point out at this stage that PBR 69i&& private ruling so you cannot technically eo#oit
against the ATO. It is only published to give tayprs an idea of what the ATO is currently thinkinidy
you want to be confident you should apply for amgilof your own quoting PBR 69725.

It is important that these loans are indepahdéeach other, no linked or split facility arttht they are
not organised through a lender who promotes théeaefits of such loans.

Shifting non deductible debt to business debt

PBR 79002 is about borrowing to pay busineggeses including the purchase of trading stock wsidg the
income of the business to pay off non deductiblet.d&eems a bit cheeky but it is perfectly legitien Mind you a
PBR is only binding on the ATO for the benefit bétperson who applied for the ruling so if you atrall concerned
you should apply for your own.

The key is being able to cover the arrangerasmiot being a scheme with the dominant purpdsagax benefit.
Nevertheless, it is not for the ATO to tell you htswrun your business.

In the situation described in the ruling tlagpayer opened a separate bank account into whilusiness
income was deposited. From this account the mitiaime loan was repaid, some business expensegpaidrand
the interest on the line of credit used to paylakance of the business expenses was paid. Ting found that as
the taxpayer was a sole trader he or she was acolugied from using the business income to repaytaidebt.

The ruling found that there was not a domirnaurpose of a tax benefit in the arrangement bectheye was no
tax benefit! In fact it was simply a finance optiavailable to business. This finding was furthepported by the
fact the taxpayer intended paying off the home ioa®to 4 months and then working towards persugthie bank to
accept the business as security on the loan fobtistness expenses, arguing that the dominant geirpd the
arrangement was asset protection ie the family hofimeargument the ATO accepted.



Capitalised Interest

The ATO have been very busy lately in issuimgngs on capitalised interest. Usually when A{eO
issue a ruling they will not be drawn into the gi@sof whether the arrangement will be caught byt P
IVA, the section designed to catch schemes witbraidant purpose of a tax benefit. Fortunatelysé¢he
rulings specifically ask the Part IVA question saas, in some cases, answered. This point isnebeyant
for capitalised interest questions because thetanky the ATO has been successful in stopping jpatyer
claiming capitalised interest was when the ATO atdgthe dominant purpose was a tax benefit (Haaise c
2004).

A Brief Summary of the Rulings:

PBR 80938~ the big issue here is that the ATO said Part &pfplied to deny the deduction for capitalised
interest when there was an arrangement with a aplbank from those providing the loans for the
investments. This bank “b” provided three linesddit with a floating cap. One to buy the fantigme
and one to cover interest on interest on the imvest loans, that was payable because the investment
income was less than the interest and associapehs®&s. The trap here was that the ATO argued that
because of the floating cap the borrowing had eengement similar to that in Hart's case so Pa# IV
applied. That is there was an agreement witlo#md that providing the home loan was reduceddae |
for the investments could be increased. Reallyottig point to take from this PBR is don’t usdaafing
cap when personal debt is involved. And | wouldrtielove a person in business to write in for inigion
the fact that their business overdraft is secusetheir home on a floating cap arrangement. [fAR®
tried to apply the same principles to that loamth®st small businesses with an overdraft havearde
keeping nightmare on their hands.

The ATO’s argument could be summarised thasftie loan with the floating cap has to be loolkds
one loan and the repayments made have to be appasti the basis of the balance outstanding, di/drea
splits. “The fact that the aggregate of the ouiditag balances in the sub-accounts of the LOCifgcil
cannot exceed the credit limit in substance reggsthe argument that there is, in reality only loaa”.
PBR 79493 -The ruling is about one of those loans that doregtiire the borrower to make the full
interest repayment in the first 5 years. Only ec@rtage of the interest is payable, the balantgbe
capitalised into the loan. Each year the percentdghe interest, that is not payable, decreaselsat the
end of 5 years the full rate of interest is payalllee important point in the ruling is “Your indesent loan
is a distinct separate loan product. It has sépaeams and conditions which refer to it sole¥our
investment loan is not linked in any way to anotloan”. Also the taxpayers had the argument thet t
arrangement was entered into so that they had ocasteflow available to enter into other property
investments. The ATO concluded that the dominanp@se of the arrangement was cash flow not a tax
benefit, so was not caught by Part IVA.

PBR 76986 and 76985 Accepts that interest on money borrowed to payatgroperty expenses such as
rates, repairs and insurance is deductible. Téwenahg bit here is that the ATO refused to givelang on
whether Part IVA applied. The two PBRs appear wehzeen submitted by the same person with two
different scenarios to work out just how far theyld push the issue. The ATO asked for more in&tiom
before they would answer re Part IVA but there wagpractical way the taxpayer could answer the
guestions the ATO asked so they then used thie ag@ise not to rule! It is this sort of behavibyrthe
ATO that plays right into tax scheme promoters Isaaglthey come up with reasons why they have rot go
an ATO ruling on their arrangement.
PBR 69725- Don't get too bogged down by the negatives @sé#rulings we still have PBR 69725 where
the ATO allowed a claim for capitalised interestdngse the taxpayer did not want to use personatsviag
prop up the investment. In this ruling they algoegd that Part IVA did not apply.

Remember that PBRs are only binding on th©AY the person who applied for the ruling.

Saving Tax on Your Investment Property — The Book

“Every investment property tax-related questimu’ve ever wondered about is answered
here and — perhaps more importantly — the onesdydur't think to ask but should have! For
property investors who want to refine their stratefgr maximum gain, this resourceful
handbook will make a great constant companion.” Eynas Brodie, Editor, Australian
Property Investor magazine.



It's finally finished! Combining Noel Whittaker’s easy reading style witlia Hartman’s mind numbing
attention to detail was a major challenge whichway over schedule but it is finished, printed, anidibe
in the book stores soon. If you want a copy shiaagvay you can purchase it online by going to:
www.bantacs.com.au/property.phfhe cost is $29.95 plus $5.95 postage — tax disdeiof course!

Ask BAN TACS

For $39.95 you can have your questions regardimmt&aGains Tax, Rental Properties and Work Related
Expenses answered. If the answer may be questmngour Accountant we will include references to
support our conclusion. Just gotavw.bantacs.com.aand look for the AskBantacs link on the right foé t

home page.

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/publications.php. You can also subscribe to our Newsflash reminder.

Alienation of Personal Services Income Buying arikass Capital Gains Tax
Claim Your Trip Around Australia Claimable Loans afdhing a Motor Vehicle
Defence Forces [Military] Death and Taxes Divisi8h

How Not To Be A Developer Divorce FBT for PBIs

Fringe Benefits Tax Investors Miners

Goods and Services Tax Overseas Real Estate Agent
Key Performance Indicators Rental Properties SgllBusiness
Overseas Backpacker Fruit Pickers Small Business ubc&tractors

Secret Plans and Clever Tricks Teachers Wage Earner

Self Managed Superannuation Funds Year End Taxe§ies

Disclaimer: Please note in many cases the legislation reféor@tbove has only just passed through parliamere.fiil effect is
not clear yet but it is already necessary to make aware of the ramifications despite the limitedhmentary available. On the
other side of the coin by the time you read thferimation it may be out of date. The informatiorpiesented in summary form
and intended only to draw your attention to issy@s should further discuss with your accountantéaBé do not act on this
information without further consultation. We disaiaany responsibility for actions taken on the ab@ithout further advice as
to your particular circumstances.



