You may not realise it, but the way you USe
your loan on an investment property can affect
whether or not the interest is tax deductible.
julia Hartman explains.
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NTEREST IS ONLY TAX deductible
on a loan where the actual money
borrowed is used to produce income
such as buying a rental property. Having
a line of credit as your rental property loan
and using a credit card arrangement to
keep your interest down will destroy the
connection and can make the loan non-
deductible within five years.

The line of credit trap isn't the only
pitfail - transferring loan funds into your
personal cheque account to pay rental
property expenses can also break the tink.

The key principle is that interest on a
loan is only tax deductible if the money
is borrowed for income-producing
purposes. When you draw fu nds back out
of the line of credit to pay off private
expenses on the credit card, the interest
on that draw down isn't tax deductible.

This is also the case shouid you draw
directly from the loan to pay private
expenses. If the loan is a mixture of both
private and rental borrowings, then the
repayments have to be apportiened to pay
off cach debt according to the portion it
represents of the whole amount owing.

S0 let’s say you berrowed $200,000
through a line of credit to purchase a rental
property. Instead of using your pay packet
that month to pay vour living expenses,
you paid $5000 off the loan and used the
55 days free credit available on your credi
card to cover your living expenses. Then',
when your credit card bill is due you draw
$4000 back out of the loan to pay i

The ATO, according to {tax vuling) ?
TRzo00/2, considers you to now ow
§$195,000 for the rental property an
$4000 for private purposes. Next monih
when you deposit your $5000 pay cheque;’
195/199ths ($4899.50} of it will pay off:
the rental property loan and 4/199th
($100.50) will pay off your private drav
down. So at the end of the second month,
assurning the only other repayment you
malke is the interest, you owe 55190,100.56_-
(195,000 ~ $4899.50} on the rental
property and $3899.50 ($4000 — $100.59);

for private purposes. And when you draw.
down another $4000 for your credit %
your private debt will go up to $78995
Your next pay cheque will be apportion d
$190,100.50/$198,000 off the reﬂ_t_ai
property portion and $7899.50/ $198,00
off your private debt. So the cycle goes 0
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At that rate it won't take long until the
majority of the loan is private.

In addition to the loss of deductibility,
the accounting fees for calculating the
percentage deductible could be high if
there are frequent transactions to the
account.

What can you do?

To protect your interest deductibility but
still get all the benefits of a line of credit
account, organise to have an offset account
linked to your loan. The loan can be a
normal loan (preferably interest-only) or
a line of credit but if you use the latter,
don’t draw down on it for any reason other
than a tax-deductible purpose.

If you need funds for private purposes,
draw them from the offset account. The
offset account is a cheque or savings
account that's separate from your loan
but whenever the bank charges you interest
on the amount owtstanding on your loan
they look at the whole amount you owe
the bank (i.c. your loan less any funds in
the offset account).

An offset account is also useful if, one
day, you intend to rent out the home you're
Hving in. Rather than making extra
payments off your mortgage, pulting the
meoney into an offset account has the same
benefits but the balance of the offset
account can be withdrawn as a deposit
for your new home leaving the maximum
deductible debt on what will then be your
rental property.

Hyou'd made extra payments off the
loan and then withdrawn them to buy
vour new home, the interest on the draw
down wouldn't be tax deductible.

Now with the basics under your belt,
let’s look at Domjan and Commissioner of
Taxation {2004] AATA 815, a rather scary
case regarding these principles. if Domjan’s
case is to be taken seriously the task of
keeping your rental property loan tax
deductible has become even more onerous,

Imagine how you'd feel i vou horrowed
$100,000 (o renovate a tental property,
omly to be told by your accountant that the
interest on the loan wasn't tax deductible
because you transferred the money from
vour loan account into your personal
cheque account in order to write progress
cheques to the builder. in Domjan’s case
the AAT (Administrative Appeals Tribunal)
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decided that if loan funds are intermingled
with other funds before being used for
income-producing purposes they're no
longer considered to have their source in
the loan.,

The link discussed in the introduction
can be simply lost by using a personal
cheque account to pay the rental property
bills! The ATO's own ruling states “a rigid
tracing of funds will not always be
necessary as appropriate”. Yet in Domjan,
the ATO successfully argued that the
placing of borrowed money into a
savings/cheque account with other personal
funds broke the link necessary to prove
the funds were borrowed for tax deductible
purposes.

The AAT isn’t the highest court in the
land but relevant nevertheless. The sitting
AAT member stated: “I accept the
Commissioner’s submissions. Where the
funds have been intermingled it is
impossible to determine the use to which
they have been put. In other words the

funds put back into the loan after the
redraw should go only towards reducing
the loan for private redraws. Further, she
shouldn’t be penafised for using her private
funds to temporarily reduce the interest
on the loan and as a result reduce her tax
deduction. The AAT found that the funds
couldn't be divided sc ali repayments were
to be spread equally over the loan and she
couldn’t choose the character of the funds
she was redrawing from.

Mrs Domjan was in for a penay, in for
a pound. She even claimed that as the
bank required her to insure her home
because it was security on the loan, the
insurance should be tax deductible. No
luck there either.

The AAT also found that when My
Domjan used a lump sum he personally
received to pay off his half of the loan, the
amount had to still be split equally between
them as they were co-debtors on the loan.
Therefore, even though he'd paid his share
back, he was still entitied 1o claim half the

ving a line of caredit as your rental

ihe loan non-de

purpose of the berrowing cannot be
ascertained. [t cannot be gaid that the
expenditure - that is, the payment of
interest — has been incurred in the course
of gaining or producing assessable
income.”

Some commentators have suggested
that if thorough records are kept, the
intermingling of funds shouldn’t be a
problem. I disagree with this entirely as
the AAT member commended Mrs
Domjan on her record keeping.

Mrs Domjan had also deposited private
funds into the loan account and then
drawn them out later for private purposes.
She tried to argue that when she depasited
private fundg inte her loan account they
were quarantined from the loan so when
she drew meney from the loan for private
purposes it was simply a redraw of those
funds, not a separate loan {or private
purposes.

She also contended that any private

il destroy the connection and can make

ithin five years.

interest that related o Mrs Domjan’s share.
As a vesult of this it would now be prudent
when only one member of a couple is
borrowing to buy their share of an income-
producing, jointly-owned investment that
the loan should only be in his or her name,
ot both.

Trying to get a bank to agree to this
may be a problem. If the bank will accept
the non-borrowing partzer only giving a
guarantee without his or her name actually
appearing on the loan, the problem may
be avoided.

In view of Domjan’s case it would be
wise to have a separate cheque account
just for your rental property or, at the very
least, to make swre there are no other funds
in your cheque account when you transfer
loan funds in, and alse to wait until the
rental property cheque is cleared before
any moare funds are placed into the account.

Your goal should be to reduce private
debt rather than deductibie debt.
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