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Betting the house 

by Julie Cazzin 

Would you like to turn your mortgage into a tax deduction? Well, you can according to Fraser Smith, a self-described financial strategist and author of The Smith Manoeuvre, a book aimed at Canadian homeowners. http://www.smithman.net/home.html
His "manoeuvre" is really just the latest form of an old and rather risky strategy that consists of swapping one type of debt for another. As you may know, Ottawa allows you to deduct interest on money you borrow to invest in things like stocks and bonds. So Smith's advice is to gradually exchange your mortgage debt (which isn't deductible) for investment debt (which is).

Say you have a $100,000 mortgage. You might arrange to make a monthly $1,000 payment, half of which would go to pay interest, half of which would go to pay principal. The Smith manoeuvre then requires you to borrow back the amount of principal you just paid off and invest that amount in a diversified equity mutual fund.

Net result: you still owe a total of $100,000, but the interest on the part of your debt that is invested in the mutual fund is now tax deductible. Over the course of several years, you will eventually transform your $100,000 mortgage into a $100,000 investment loan, the interest on which is totally tax deductible. Smith claims that this puts you far ahead of people who simply labor to pay off their mortgage.

But does the manoeuvre really work to your benefit? "I wouldn't recommend it," says Andrew Wong, an accountant in Yellowknife, N.W.T., and MoneySense columnist. First, it's complicated to set up and you may not get the co-operation of your bank. Second, and more worrisome, the strategy depends on how well your stock portfolio performs.

Let's say that your mortgage rate is 5%. That means that simply paying down your mortgage will result in an after-tax return of 5%. To do better than that using the Smith manoeuvre, your portfolio will have to consistently return more than 5% a year. During a period like the past three years, when most stock markets have lost 30% or more of their value, the strategy could leave you far behind people who simply concentrate on paying down their mortgage.

Our advice? Think carefully before adopting the Smith manoeuvre or any other strategy that consists of swapping mortgage debt for investment debt. While it's always tempting to reduce your tax bill, the benefits are far from guaranteed. Unless you feel sure that your investment portfolio will produce a return that's substantially better than your mortgage rate, you may be going to a lot of work for nothing.
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