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Australian Property Investors Network

disclarmer

Australian Property Investors Network Pty Ltd is not:
a licensed investment advisor or planner

a licensed real estate agent

a licensed financial planner or advisor

a qualified or practicing accountant

a qualified or practicing finance professional

All information including materials referred to or provided to the recipient by Australian Property Investors
Network Pty Ltd (APIN) has been developed by Australian Property Investors Network Pty Ltd solely from
personal experiences and research as an investor and is referred to, or provided as, a typical model or
framework which is referred to or provided by the way of example only and is not intended to be, nor is it
accepted as, specific investment recommendations or advice to the recipient.

The laws relating to finance, property, investment and taxation are constantly changing and whilst all care is
taken in the formulation, presentation, and dissemination of the information APIN does not warrant the
accuracy of the information nor the appropriateness of the information for the recipient’s specific investment
requirements.

No investment decision should be made by the recipient based solely on the information provided by APIN
and the recipient should obtain independent financial and legal advice in respect to special to specific
investment.

Release: The recipient releases absolutely APIN from all and any responsibility or liability for any losses
claims or demands that may be incurred as a result of the recipient using the information for investment or
other purposes.

Restraint: The recipient hereby agrees that it may not (whether expressly or implies) represent or hold out to
any person that the recipient is a representative, agent, employee, and partner or in any way connected with
APIN.

Confidentiality: The recipient hereby agrees that the proposals, documents, concepts, ideas, calculations,
formulae, intellectual property and any other materials or proprietary information (whether written or oral)
given to the recipient are strictly confidential and remain the intellectual property of APIN. Proprietary
information may only be used by the recipient within the scope of the material and may not be adopted or
used for any other purpose, in particular to conduct any other promotional or marketing activity, without the
prior written consent from APIN.

Privacy: APIN is bound by, and committees to, supporting the National Privacy Principles (NPPs) set out in
the Privacy Amendment (Private Sector) Act 2000. Our Privacy Policy addresses any potential concerns you
may have about how personal information you provide to us is stored, used, and accessed, this information
can be accessed by applying in writing to: Australian Property Investors Network Pty Ltd, Suite 33, Level 3,
1-7 Jordan Street, Gladesville NSW 2111 (ACN 120 319 897).
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The following are just some of the matters you should consider when
buying an investment property. Please discuss your particular
circumstances with your accountant before you actually purchase a
property, as these statements are generalised and not conclusive.
Also the law changes constantly. This document is not advising you
to invest in property, just discussing some of the taxation
considerations.
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negative gearing

This effectively running the property at a loss i.e the rental expenses (see list below) are greater than the rent
received. Note that the interest portion only of your loan repayment qualifies as a tax deduction, not the
capital portion. This loss is then included in your tax return along with your other income, which reduces
your total taxable income, probably resulting in a tax refund if you have paid tax at source on your other
income. Your profit is the made when you sell the house. Capital gains tax may be payable but this is only
payable on half the gain made and you would try to sell in a low income year, refer to discussion on capital
gains tax. The costs associated with buying and selling property are high (i.e. stamp duty) so the investment
would probably have to be long term to make a real profit. As time goes on you will pay more off the house
so the negative gearing may not be there any more because your interest expense has decreased. Ideally, you
should be in a high tax bracket now and feel that properties are about to increase in value. Example of a
negatively geared property:

Rental Income $100 p.w. $5,200
Less Expenses Including Interest 6,500

$1,300 Loss @ 48.5% tax Equ=te=

Note the refund of $630 has cost you $1,300 so there must be some
profit on the sale to make the investment worthwhile. If you earn less
than $20,000 your tax bracket is only 17% plus 1.5% Medicare levy.
Accordingly, a loss of $1,300 would result in a tax refund of only
$240.50. Refer the section on Building Depreciation. You can
further increase your refund by claiming building depreciation if the
property was built after 17t July, 1985. This will increase your cash
refund with no corresponding expense coming out of your pocket.
Note if you purchased the property after 13t May, 1997, this will
reduce your cost base for capital gains (refer to capital gains tax section).
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depreciation on a building

Residential buildings constructed after 17 July 1985 can be depreciated at 2.5% per year (4% if constructed
between 18 July 1985 and 16 September 1987) when they are income producing (Div.10D: Sec. 124ZF-
12471.A now Section 43 & TD93/62). If the building was purchased after May 13 1997 this amount reduces
your cost base for capital gains tax purposes, regardless of whether you actually claimed it or not, so in effect
you are getting a tax deduction now in return for a higher tax bill when you sell. This may work against you if
you are now in a low tax bracket relative to when you sell. With the new Capital Gains Tax laws only taxing
half the gain it would be unusual to end up paying more tax on the gain than what you would have received in
refunds over the years. If the building was purchased before 13 May 1997 the Section 43 deduction does not
reduce your cost base for capital gains tax purposes unless you make a loss on the sale. If you claim this
depreciation the building And the land are considered separate assets for capital gains tax purposes
(TD/93/D266). This could be useful if you build an income producing property on the same land as your
principal place of residence. Care should be taken when purchasing a property to enquire whether the
previous owners claimed Div.10D depreciation. You can claim Div.10D even if you are not the owner who
originally built the home. If you can’t get the actual cost from the previous owner you can have it estimated
by a quantity surveyor. Warning — The legislation regarding properties purchased after 13 May 1997 actually
states that the cost base is to be reduced by all building depreciation claimable. If this law is interpreted
literally by the ATO, foregoing the deduction in years of a low or zero tax bracket will not prevent you having
to “pay back”, when you sell, what you could have claimed and probably at a higher tax rate. If you really
don’t want to claim the Div.10D/Section 43 depreciation I suggest you ask for a private ruling on whether
the section is to be interpreted literally, or consider buying a pre-1985 property.

GST

Properties rented to households will be input taxed. This means that the rent does not need to be increased
to include GST. But an input credit cannot be claimed for the GST paid on expenses relating to the
property. Note rental properties leased to motel/resort/apartment management bodies are commercial
rentals even though the end user may be a household. Accordingly, the above exemption of only being input
taxed does not apply and it may be necessary for owners of such properties to register for GST or at least an
Australian Business Number.

In media release Nat 2000/50 the Commissioner of Taxation announced that the owners of domestic rental
properties will not need to have an ABN even if their tenants use part of the premises for business purposes.
Landlords don’t even have to have and ABN if they are renting a property to a business that is providing the
accommodation to their employees i.e. The Defence Force.

The letting of domestic rental properties does fall within the definition of an enterprise. This means owners
are entitled to an ABN but there should never be a need for them to have one. This also means landlords
have the same responsibilities under the ABN withholding provisions as other businesses. A landlord must
withhold 48.5% of a payment for rental property expenses if the invoice does not contain an ABN. For
example before paying a cleaner or repairer of a property get their ABN!
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evaluating a rental property

Firstly, I would like to point out this article is not intended to encourage you in any way to buy a rental
property. It is simply a tool you can use to consider the potential of the property away from all the selling
hype. Before you actually sign a contract please get an accountant to check your workings as the following is
a generalisation and there may be specific issues with your particular property. You should also read your
Rental Property Booklet before going ahead, it will also help you workout the values you will need for the
following.

Data You Will Need:

() Amount borrowed

(b) Interest rate of loan. Note: unless you have no personal debt the loan should be interest only and the
worksheet is based on this.

() The tax bracket applicable to the taxable loss or taxable profit on the property. The tax brackets are
$6,001 to $21,600 18.5%, $21,601 to $58,000 31.5%, $58,001 to $70,000 43.5%, over $70,000 48.5%. So
if before buying the property you were earning $58,000pa the tax rate applicable would be 31.5% if
negatively geared or 43.5% if positively geared. You need to consider whether the net profit or loss will
move you into another tax bracket and split your calculation accordingly.

d Bmldmg depreclatlon claimable per year if property built after 17th July 1985.

4 (e) Depreciation on any plant and equipment.
Note this is only likely to help you in the first
5 years.

(f) Original purchase price of the property.

(¢ How much you think the property will go up
in value per year. If this is too difficult, don’t
worry as the worksheet will give you a bare
minimum required and you can just decide
whether it is likely to be more than that
amount.

(h) The tax bracket that will be applicable to the
capital gain you make when selling the
property i.e. you may have retired by then and
be in a lower tax bracket. You need to
consider here whether the net profit or loss
will move you into another tax bracket and
split your calculation accordingly.

(i) Annual actual out of pocket costs of holding
the property such as insurance, body
corporate fees, repairs, borrowing expenses
(amortised over the first 5 years of the loan),
property management fees and sundry
expenses such as travel, stationery, phone calls
etc.

() Rental Income per annum

(k) Estimated future selling costs such as real
estate commission, auction fees, solicitor,
advertising etc.

() Cost of purchasing the property i.e. stamp
duty, solicitors fees etc.
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Worksheet

Tax Calculation:
Income from Rent as per (j) above

$

Less Expenses:

Out of pocket running expenses (i)
Interest on the Loan (a) x (b)
Building Depreciation if applicable (d)
Plant and Equipment Depreciation (e)

Taxable Income (Loss) $

If the above results in a taxable income do not continue with the following. You only need to consider the return verses
investment in other products.

If the above results in a taxable loss calculate your tax refund as discussed in (c). Carry this amount to the cashflow
analysis below.

Cashflow Analysis:

Tax Refund as calculated above $
Rental Income (j) $
(m)$

Less Expenses:

Interest Expense on Loan (a) x (b) $

Out of pocket running expenses (i) $

———————————— n) $ ————

Net Cash Inflow or Cash Outflow (0) $

If (n) exceeds (m) i.e. a net cash out flow, you will need to contribute the amount above from your after tax dollars to
support the property. To work out how much you have to earn to contribute take (c) away from 100 then divide (o)
above by this amount and multiply by 100. Negatively geared properties are all right if you make a capital gain on sale
that exceeds the accumulated losses. Note capital gains tax only applies to half the gain if you have held the property for
more than a year and you could delay selling until you are in a lower tax bracket then when you claimed the deductions.

If (m) exceeds (n) the property is cashflow positively geared but as the building depreciation is reducing your cost base
you still need to consider how much you will make out of the capital gain and consider how the return compares with
other forms of investment.

Capital Gain:

To calculate the gain after tax on the sale of the property take your cost base, which is either the amount you purchased
the property for plus holding costs not already claimed plus stamp duty, solicitor’s fees and improvements. If you lived
in the house before you rented it and it was first rented after 20 August, 1996 you can (note it is your option) use the
market value of the property at the time it becomes income producing, as your cost base. Therefore any assessable
capital gain will only arise on an increase in the value of the property after you ceased to live in it. Calculate your capital
gain as follows:

The cost of the property i.e. (f) + (I) + improvements you have not claimed
or market value if first rented after 20" August, 1996 and improvements made

since then $
Reduce by building depreciation claimed (d) x years held $
Sub Total $
Add costs of selling such as agents commission, auction fees, solicitors etc. (k) $
Cost Base $
Less Selling Price $
Capital Gain $ ®
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year. Note the year is from your agreement to purchase to your agreernent to sell not setdement dates.
Breakeven Point

Assuming you had to subsidise the property i.c. (0) was a net out flow. Does the capital gain (p) exceed the cash
outflows over the years you held the property i.e. (0) x years held? If not you have lost on the deal.

If you find it difficult to estimate how much the property might sell for in the future it may be easier to calculate how
much it must go up in value each year to breakeven. This is not very accurate because the years you are going to hold
the property for are unknown so it is difficult to amortise the buying and selling costs. The idea is to calculate the net
cost of holding the property as a percentage of the original purchase price of the property. The following assumes you
have not made any improvements to the property and have held it for more than 12 months. The figures are in before
tax dollars to equate to (p) above.

Annual cash outflow (o) grossed up for tax i.e. 100 -(c) then divide

(o) by this amount and multiply the answer by 100. $
Plus the effect of depreciation reducing your cost base i.e. (d) divided by 2 $
Buying and selling costs amortised over time held i.e. add (k) & (1) together &

divide by the number of years the property is held $

Annual before tax cost of holding the property ()]

The property needs to increase in value by this amount each year or presented another way divide (q) by (f) to work out
what percentage increase you require to breakeven. I stress the breakeven point you have yet to get a real return on your
investment if you achieve this.

Note the above is without definitions because they are provided within our Newsflash Investment Property Handout. It
has been assumed in the above that you have not yet purchased the property so none of the concessions that effect
properties bought before now have been considered. The return calculated above should be compared with other
investments available.

warning If you decide to rent out your home

Section 118-192 of ITAA97 deems you to have sold and repurchased your home at market value if you first
rent it out after 20® August 1996. Most people thought section 118-192 was a concession to help out if they
hadn't been keeping records because they never intended to rent it out. Very few people realised that this was
not an optional election but binding on everyone. The depressed state of the property market when this
provision was introduced has meant that some people are up for capital gains tax even when they sell the
their home for less than they paid for it.

Imagine the situation where a person buys at $100,000 with a respectable 20% deposit but $5,000 is used up
in stamp duty, legal fees. bank fees and searches so the bank loan is for $85,000. Very little is paid off the
principle as at the statt of the loan it just doesn't happen. He or she is then transferred so decides to rent out
the house because the market has dropped and the house cannot be sold for as much as was originally paid
for it. As it is now a rental property the logical move is to change the loan to interest only. The market
recovers a little and he or she finally sells for $90,000 but the price had dropped by 20% (it happened around
1996) when the property was first rented out. He or she has made a notional capital gain of $10,000 less
selling costs of say 4,000 equals $6,000 less the discount taxable income will be $3,000. This gain could push
many people into the maximum tax bracket so tax could be as much as $1,455 (let alone child support and
loss of Centrelink benefits and possible surcharges) on a loss! So out of the $90,000 the bank gets $85,000
the Real Estate and solicitor $4,000 and the tax man $1,455. Not only has he or she blown their $20,000
deposit (life savings) but they now have to find another $455 over the top of the selling price to pay the tax
man. This is also a double tax because the original stamp duty paid on the purchase is ignored when setting
the cost base on only the market value without acquisition costs.
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It is a lot easier to become a non resident for taxation purposes than it is for immigration purposes. If a non
resident has a rental property in Australia they are still subject to Australian tax at non resident rates on it. If
the property makes a loss these losses can be carried forward and offset against future Australian income. In
order to carry these losses forward an Australian income tax return must be lodged for each year.

The carried forward losses described above are reduced by any exempt income received (section 36-10) but
section 36-20 states that this does not include income made exempt by Section 128B - refer next paragraph.

If a non resident has interest, dividend or royalty income with an Australian source it will only be subject to
Australian withholding tax and as a result will be excluded from an Australian income tax return. Note
dividend withholding tax rates are 30% for residents of countries with no double tax agreement and 15% for
countries with a double tax agreement but if the dividend is franked the withholding tax rate is effectively
zero. Section 128B.

Note if you are a non resident there is no point in negatively gearing any interest, dividends or royalties (other
than considerations unique to your country of residence) as the withholding tax is calculated on your income
before deductions and these deductions would not be claimable in your Australian tax returns as the
corresponding income is excluded under 128B so there would be no link of cost of earning income under
section 8(1) of the 1997 Act.

A non-resident may also be liable for tax on a capital gain arising from a CGT event that occurs in relation to
an asset that is connected with Australia, even if the gain does not have an Australian source

developers who decide to rent out house bullt for resale

Newsflash number 33 outlined the extreme GST consequences if a developer decided to rent out a property
before it is sold. The problem arose because no GST input credits are allowed for a property used for
domestic rental. The entitlement to input credits was pro rataed on a time basis. As in these sorts of cases
about 95% of the time the property was held and it was rented out, only 5% of the GST input credits on the
land and building costs are claimable yet full GST (subject to use of the margin scheme) is payable on the sale
because it is the first sale of a new home.

In the Property and Construction Industry Partnership Issues Register item number 4 the ATO has now
agreed to pro rata the input credits on the basis of income received . The formula for apportioning input
credits between the taxable supply of the home and the input taxed supply of rental accommodation is as
follows:

Consideration for the taxable supply of the premises

Consideration for the taxable supply of the premises plus rental income

Note the above explains the calculation but spates you the details of how this is dealt with in each adjustment
period as these changes do not change the article in Newsflash 37 on adjustment periods.
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Interest, dividends and rent when overseas

This all revolves around whether you are a resident of Australia for tax purposes. Note you can be working
overseas and being taxed on the wages you earn in that country by that country. But if you are still a resident
of Australia for tax purposes Australia gets to tax your Interest, Royalties, Dividends and Rent from anywhere
in the world. It is only your wages earned overseas and that meet the requirements of 23AG i.e. 91 days
work, that are exempt in Australia. The interest on the overseas bank account, that your overseas wage is
paid into, is taxable in Australia even if the wage isn't. Whether you are a resident of Australia for tax
purpose is a question of fact but a big deciding factor is whether you have gone overseas for a period of less
than 2 years.

If you are not considered a resident of Australia for tax purposes then you are not taxed by Australia (other
than withholding tax) on your interest, royalty or dividend income that has a source in Australia but you are
still taxed in Australia on your rental income if the property is in Australia.

Note if you make a capital gain on an asset "connected with Australia" you are subject to tax on that gain in
Australia whether you are a resident or not.

Residents of Australia with Overseas Investments
Note this also covers Australian Residents for tax purposes that are overseas at the time, even if they are
working temporarily overseas and even if their wages income is exempt under section 23AG.

Dividend Royalty and Interest Income from Investments Overseas — Under our double tax agreements
this should be subject to withholding tax in the country it is earned. Nevertheless, the full amount you have
earned before the withholding tax was deducted should be included in your Australian tax return as foreign
income with the withholding tax shown as foreign tax credits.

Rental Properties — If your net rent income is taxed in the country the property is located in you are entitled
to a foreign tax credit for any tax paid. Your net rent income is determined according to Australian tax law
and included as foreign income in your Australian tax return. Section 43 depreciation is available for
buildings, alterations etc which began after 215t August, 1990 section 43-20(1) or 26 February, 1992 section
43-20(2).

The foreign tax credit can only be used to offset tax payable in Australia on foreign income of that particular
class but unused tax credits can be carried forward and used to cover future foreign income of the same class.
Interest income is in a different class to other passive incomes.

There is no point in negatively gearing any overseas investments (other than considerations unique to the
country you have invested in) unless you have other foreign income of the same class to offset the loss
against.

Residents of Australia will be subject to capital gains tax on any assets acquired after 19% September, 1985
unless the applicable double tax agreement specifically excludes this. The 50% discount is available if the
asset is held for more than 12 months. For the purposes of the tax return this amount is recorded as capital
gains not foreign income. A capital loss is not quarantined as foreign income is, a foreign capital loss can
only be offset against capital gains but they can be Australian or foreign. Capital losses have special offset
rules refer I'T2562. In short this allows foreign capital losses to be offset against Australian capital gains first
thus maximizing any other foreign capital gain and so maximising the opportunity to utilise the foreign tax
credits from the foreign capital gain. If you are entitled to a credit for foreign tax on your capital gain your
tax return will need to be lodged manually with a note detailing this as there is no facility within a normal tax
return to record the credit.
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Australian residents and foreign losses

Foreign losses that cannot be offset against foreign income in the year incurred can be carried forward and
deducted against foreign income of the same class in future years. The four classes are interest income,
passive income that is not interest, offshore banking income and all other assessable foreign income.

A capital loss is not quarantined as foreign income is, a foreign capital loss can only be offset against capital
gains but they can be Australian or foreign. Capital losses have special offset rules refer IT2562. In short this
allows foreign capital losses to be offset against Australian capital gains first thus maximizing any other
foreign capital gain and so maximising the opportunity to utilise the foreign tax credits from the foreign
capital gain.

Unlike other partnership losses that are automatically transferred to the individual partner, foreign losses
made by a partnership are quarantined to be offset against only foreign income of the same class only earned
by the partnership (TD 92/113).

If you are offsetting a foreign loss against foreign income you are only permitted a tax credit for the amount
of foreign tax that would have been payable on the net amount. But this is not the case with Capital losses
which have special offset rules refer IT2562.

Note: All of the above is written for the small investor not companies or trusts and there are more complex
rules if you have a significant investment in a foreign entity.

reader’s question

Due to the recent increase in property prices a reader has a nice problem in that the value of their rental
property has nearly doubled in the year they have owned it. They are now in a position to sell their own
home and the rental property to build their dream home debt free. That was until they realised the huge
CGT liability on the rental property.

If they move into the rental property for 12 months until their new home is completed and then sell the
rental property, they have halved the portion of capital gains that will be taxable on the sale. But there are
even further benefits available from section 118-140 as discussed in Newsflash 50:

Section 118-140 Your main residence exemption applies to two homes for a period of up to 6 months. This is
intended to allow you time to sell your old home after purchasing a new one. To qualify:

1) The first home must have been your residence for a continuous period of at least 3 months in the 12
months immediately preceding the date of sale.

2) 1f you were not living in the first home at any time during the 12 months preceding the date of sale it can
not have been used for producing income (i.e. rented out or used as a place of business).

Note section 118-140 is not optional it must apply so if you have made a capital loss during the period of
overlap you cannot claim it

The above does not put any restrictions on the new home so it is not relevant that it was owned for more
than 12 months before the sale of the original home or that it was rented out for the first 12 months. The
reader is still entitled (in fact it is compulsory) to the 6 month overlap that exempts from CGT the new home
for the 6 months before they move in. Accordingly, if they sell after owning the property for 2 years and
living in it for 1 year, they will now only be taxed on one quarter of the capital gain and that will then be
halved to allow for the CGT discount on properties held for more than 12 months.

Tens of thousands of dollars saved by getting the right information first. This just emphasises the need to
talk to an accountant before you do anything.
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the 50% CGT discount

As you are probably aware you need to hold onto a property for over 12 months from the date of signing the
agreement to purchase to the date of signing the agreement to sell in order to qualify for the 50% CGT
discount. Some clients have been making a very quick gain on properties and are impatient to sell in case
prices fall. The choice is sell now and lose a lot of the profit in tax or hold on and take a risk on future
prices. From the buyers point of view they are probably more concerned that prices will continue to escalate
but are not in a rush to start paying interest on the loan. In fact the chance to fix a contract at today's prices
but not have to pay anything for several months could be very attractive to some buyers.

ATO ruling TD 16 states - If an option is granted the date of the acquisition for the buyer and the selling date
for the vendor, is the date of the exercise of the option.

Of course an option gives a purchaser the chance of avoiding entering into the contract to buy the property
so you must charge a large enough amount for the option to ensure that the purchaser will exercise it after
the date you specify.

overseas rental properties

In 1D2002/764 the ATO clearly states that, from 1st July, 2001 Section 160AFD allows the interest,
borrowing costs etc. on an overseas rental property to be offset against Australian income to the extent that it
exceeds the overseas rent received.

Note this is rental income after the deduction of other expenses such as rates, insurance and repairs.
Providing they do not exceed the total amount of rent received. If the rates, insurance and repairs exceed the
rent received the balance is carried forward to be offset against future foreign income and the interest is fully
deductible against Australian Income.

depreciation — rental properties

There has been considerable publicity lately about claiming building depreciation on rental properties by
having a quantity surveyor calculate the original building costs and value of plant and equipment. A good
reference regarding the building costs is ATO ruling TR 97/25 available from the ATO web site. There are a
couple of little catches to relying on a quantity surveyot's report. The first one being that you can only rely
on a quantity surveyors report if you have exhausted all other means of finding out the original building costs.
The legislation even compels the seller of a property to provide you with this information - Subsection
262A(4AJA) of the 1936 Act. The second catch is if the original owner was a spec or owner building the
calculation cannot include their labour or profit.

Before you spend money on a quantity surveyor make sure you have exhausted all other means of
ascertaining the original building price because the ATO will not permit you to use the quantity surveyot's
report if you can ascertain the original cost. You should also find out if the original owner was a spec or
owner builder. Further make sure the quantity surveyor you use is aware of the changes in depreciation rates
for plant and equipment since 1st July, 2004.
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demolishing a rental property

The owner of a rental property wishes to demolish it and build a home she can live in on the site. She asks
what valuations etc will be required to keep property records of the cost base for CGT purposes.
Answer:

No need to get valuation. Both the original cost of the property, the demolition costs and construction costs
of the new house will be included in the cost base for CGT purposes. This property will always be subject to
CGT even though the portion will decrease over the time it is used as a main residence. Accordingly, you
need to keep very good records of all expenditure including rates, interest, R&M and insurance while it was
your main residence.

References: ID 2002/ 514 if the demolition expenses were incurred to enbance the value of the land, and are reflected in the
state of the land when it is sold, they are included in the cost base, even when incurred to facilitate the construction of another
dwelling. 'TD 1999/79 the demolition of the house is a CGT event. But it does not create a capital loss unless money is
received for it (ie insurance). 1D 2002/633 says that this is because the building has a zero cost base. Subsection 112-30(5)
the original cost base is attributed to the remaining part (ie the land).

the ultimate secret plan and clever trick
with rental properties

In Newsflash 55 (available from our Web site) we covered National Australia Bank v FCT 1993 ATC 4914.
The case resolved that a loan provided jointly to an employee and associate was 100% exempt from fringe
benefits under the otherwise deductible rule even though the employee would have only been entitled to 50%
because the other 50% was in regard to an associate of the employee i.e. a spouse.

Not only does this allow a high income earner to maximise the negative gearing benefits but when the
property is sold at a profit the capital gains will still be apportioned on the basis of ownership. Therefore the
low income spouse receives an equal share of the gain despite the fact he or she did not claim an equal share
of the expenses. Further this provides brilliant flexibility in that if the low income earner becomes the higher
income earner simply change the person who participates in the salary sacrifice arrangement.

There were many doubters that such a golden opportunity has existed since 1993 without being brought to
public attention. To prove our point we applied to the ATO for a ruling. They took many months as they
were reluctant to concede the case has set a precedent. Eventually, under threat of taking the matter to the
problems resolution unit they issued their ruling and it accepted that this case was valid.

Now this ruling is a private ruling so can only be enforced on the ATO by the individual applicant.
Accordingly, each employee wishing to utilise this case needs to pursue his or her employer to accept the case
or apply for their own ruling to be safe. There will be a major problem with employers as they get no real
benefit from the arrangement yet would be made to pay FBT if the ATO takes a narrow view or have to pay
their accountants to apply for a ruling. This is probably why the concept has not yet taken off which is a
shame as it can save employees thousands of dollars per year.

To solve this we have prepared a kit to present to your employer. The kit explains the whole concept in
detail. There is a page for the employer, the employee and the employer’s accountant. There is also a
checklist of dos and don’ts to make sure you stick within the bounds of the precedent case, a worked
example, suggested issues for the employment agreement, an employee declaration and booklets of advice on
CGT and Rental Property Taxation Issues. The kit includes a copy of the ruling we have received and all the
paperwork necessary for the employer to apply for their own private ruling by simply putting in their personal
details, signing and posting. At $150 (tax deductible) the kit is considerably cheaper than your employer
going through the ruling process from scratch.
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Wwraps — vendor finance arr. angements

If the Vendor Finance arrangement has the following features the income stream received, once the wrap
arrangement has begun, is considered to be principle and interest by the ATO. The income stream received
before the wrap arrangement is entered into is considered rent. Reference 1D2003/968.

Typical Features of a Wrap (Vendor Finance Arrangement)

1) The purchaser pays a deposit at the time of entering into the arrangement.

2) The settlement (change of the title deed to the purchaser) does not take place for several years after
the arrangement is entered into.

3) The purchaser has the right to occupy the property prior to settlement

4) 'The purchaser pays a weekly amount (regardless of the name it is given in the arrangement) for the
right to occupy the property

5) As part of the arrangement the purchaser pays the rates, taxes and insurances on the property.

6) The balance of the purchase price to be paid on settlement of the arrangement is reduced by the
weekly instalments.

7) If the purchaser fails to complete the arrangement the deposit and weekly instalments are forfeited.

Now what about the profit on the sale of the property? Is that normal income or capital gain and when is it
taxable? Assuming an agreement similar to that described above the answer to this question revolves around
whether the vendor is in the business of selling houses or an investor just realising an investment. The key
issues in differentiating here, according to 1ID2004/25, 26 & 27 ate:

1) The Vendor did not use the property for any other purpose than to enter into the wrap. A straight
rental of a property before entering into a wrap arrangement would avoid this point.

2) 'The property was sold at a profit

3) The wrap arrangement was entered into within 6 months of the vendor purchasing the property.

4) The Vendor is in the business of purchasing properties to resell. It would be difficult for the ATO
to argue this case if the Vendor only bought and sold one property.

If you are caught by all of the above then CGT cannot apply to the sale of the property as the profit on the
sale is revenue in nature. If a transaction is caught as income, CGT does not apply or in other words CGT is
the last option if income tax doesn’t catch it. But even if you weren’t caught by the above and CGT applied
there would be no discount if the property was held for under 12 months. If you did hold the property for
less than 12 months before entering into the wrap it is better to argue that you are in business and caught by
the above because the profit on sale would be revenue in nature and as a result not assessable until settlement
which could be 25 years away (ID2004/27). If you hold the property for less than 12 months but it is subject
to CGT you don’t qualify for the discount but would be assessable on the profit when entering into the wrap.

Section 104-15(1) of ITAA 1997 states that a CGT event happens when the owner of a property enters into
an arrangement with another party to allow them to live in the property and title may transfer at the end of
the arrangement. Section 104-10(3) states that the time the CGT event happens is the time of entering into a
contract for the disposal of the asset, not when settlement (title passes) takes place.

For example this means that the vendor who enters into a wrap on a property that has been previously used
as a rental and held for more than 6 months will be subject to CGT on the property in the financial year the
wrap agreement is entered into. Accordingly, if at this stage the property has not been held for 12 months no
CGT discount will be available even if they eventually end up holding the property for 25 years under the
arrangement.

If you are not subject to CGT on the property because it s considered trading stock ie caught by all
4 points above, you are not entitled to claim building depreciation. Reference ID 2003/377.
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who says you can’t buy positive cashflow properties?

I’m not talking about buying way out in a mining town. My example is based on typical properties in one of
our fastest growing shires, Caboolture. The only catch is you need to be a high income earner whose
employer will allow you to salary sacrifice. The following is based on a couple where the high income earner
earns $80,000pa and the low income earners only income is the rent. They own the property jointly.

House $230,000 Rent $210pw:

Income $210x 52 = $10,920 Assume: Bldg Deprn $130,000 x 2.5% $3,250

Less Cash Flow Expenses: Plant & Equipment Deprn 700

Rates $1,600

Interest $230,000 x 6.5% 14,950

R&M 500 Tax & Medicare on $80,000 $24.407

Insurance 400 17,450 Tax & Medicare after introducing the

Out of Pocket 6,530 rental property & salary sacrificing the
cashflow expenses. 17,843

Less Tax Reduction 6,564 6,564

Positive Cash Flow 34

CGT - 50% discount — timing

In order to qualify for the 50% CGT discount you must hold an asset for more than 12 months. That is 12
months and at least one day from the date of the agreement to buy to the date of the agreement to sell. TD
94/D92 and Case 9451 (1194) 28 ATR state that a simple condition in the contract such as subject to finance
will not delay the date of the contract. Only a condition precedent to the formation of the contract delays the
date that the contract is deemed to be entered into. Most conditions on contracts are conditions subsequent
so will not delay the contract date. To be a condition precedent it really has to be a condition that must
happen before the contract comes into being. Accordingly, it would be difficult to use a condition precedent
to delay a contract yet have a binding sale j§ e
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landlords’ depreciation

The ATO has issued a draft ruling on rental property depreciation as a preliminary to a ruling expected in
May, 2004.

From a tax agents point of view I welcome the clarification. There has long been confusion over what items
in a house are plant and equipment and what qualify for special building write off. This combined with
uncertainty as to the effective life acceptable to the ATO has blown the budget for many purchasers who
relied on information provided by ill informed Developers and Quantity Surveyors. Mind you it is not an
easy task to break down these costs. Light fittings are a typical example. If a light fitting simply hangs off a
light globe it can be depreciated as plant and equipment (Wimpy International v Warland 1989) but if it is
fixed to the ceiling it can only be depreciated as part of the building costs and then only if part of a residential
building built after July, 1985 (ID 2002/1015).

This is where the concern for investors lies as the draft ruling moves many items previously considered plant
and equipment so depreciated at somewhere between 7.5 and 15% a year to now be part of the special
building write off which only qualifies for 2.5% a year. These include Satellite dishes, cupboards, robes, signs
and shelving. On the other hand in contradiction of ATO ruling I'T242 the draft moves wall ovens back into
plant and equipment.

The effective life of an item, that qualifies as plant and equipment, determines the rate of depreciation. For
example the paper considers carpet to have a life of 10 years this means it can be depreciated at 10% prime
rate or 15% diminishing. 1 strongly doubt that the ruling will be an exact replica of the draft as some of the
classifications between building, articles and plant contradict case law. It is not all one sided either the
changes, proposed to take effect from 1+t July, 2004, in some cases will shorten the life expectancy. Stoves
and Hot Water System’s effective lives have been reduced from 20 years as per TR 2000/18C5 to 12 years in
the draft ruling.

Note extending the life expectancies increases the time it takes to write off a piece of equipment but does not
decrease the amount claimable over the life. Investors who feel they may be in a higher tax bracket in the
future may even benefit by this. Regardless all the life expectancies issued by the ATO are only guidelines
only. If you can justify a different rate you have the option of using it.

The ruling will only effect items purchased after 15 July, 2004 so if you are thinking about replacing the stove
in a rental property it may be worth waiting until next financial. Though in view of the draft it wouldn’t be
hard justify an effective 12 years right now by opting to set your own life expectancy.

Rental Properties that were built after July, 1985 qualify for depreciation on the original cost of the building.

Before you spend money on a quantity surveyor make sure you have exhausted all other means. The ATO
will not permit you to use the quantity sutveyot's report for building depreciation if you can ascertain the
original cost by other means. Subsection 262A(4AJA) requires the seller of a property to provide you with
the original information. TR97/25, which is available from the ATO web site, is a good reference. You
should also find out if the original owner was a spec or owner builder as the building depreciation calculation
cannot include his or her labour or profit.

Residential properties, on which construction first commenced after 18th July 1985 and before 16th
September 1987, are entitled to be depreciated at 4% per annum. If constructed after 16 September 1987
they are only entitled to 2.5% depreciation. Note the 4% may be attractive now but it means the property
only has around 5 more years until the depreciation is finished. At the rate of 4% it is depreciated over 25
years where as 2.5% lasts 40 years.

Note the above applies even if the current owner did not own it during that period.
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year end tax planning for rental property owners

The following suggestions really only shift tax deductions from next year into this year. Accordingly, they
should not be entered into unless you are in the same or higher tax bracket this year than you will be in the
following year.

1) If your loan interest is calculated daily yet not entered on the bank statement until July ask the bank
to advise in writing how much accrued at the 30t June.
2) Consider buying equipment under $300 (GST inclusive) i.e. light fittings or curtains for immediate

write off. Note all identical items must total under $300 so it may be worth buying one curtain in
this year and another next year. If the item is part of a set it is the value of the whole set that must be
under $300. The item must not be predominantly used for business purposes. Items under $1,000
can go into a low value pool for accelerated depreciation. Note that is under $1,000 per owner i.c.
$1,500 for a hot water system on a property held jointly by husband and wife can go into their
individual under $1,000 pool as it is only $750 each.

3) Prepay the interest on the loan for the rental property up to 12 months in advance as discussed in
detail last week.

Investors who pay the bank next year’s interest before 30 June, 2004 can claim the amount as a tax
deduction this financial year.

The deductibility of prepaid interest, paid by an individual taxpayer in respect of a rental property for a period
not exceeding 12 months is not subject to special timing rules under section 82 KZM of the ITAA 1936
according to 1D2002/939.

Taxpayers who have a loan for a rental property or shares can make up to 12 months interest payments in
advance and qualify for a tax deduction at the time the repayments are made. Be careful that the ATO
cannot argue that it was really a repayment of capital. Make sure the arrangement with the bank is that the
payment is interest. Simply putting the money into the loan account will not work as the bank will treat that
as a repayment of capital. You must not make an advance payment for a period in excess of 12 months or
the whole amount will only be able to be claimed in the period the interest is applicable to not when paid.
Businesses do not qualify for this concession unless they elect to enter the simplified tax system. If your
business is in the simplified tax system you may want to consider making 12 months lease payments in
advance also.

As this arrangement is only moving tax deductions from next year into this year it could work against you if
you are in a higher tax bracket next year than this year.
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linked split loans

On Friday 27% May, 2004 the High Court handed down its decision on Linked Split Loans in favour of the
ATO.

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

It is important to remember this case does not change the deductible nature of interest or for that matter
interest on interest. Gleeson & McHugh specifically stated that the question of the deductibility of interest
upon interest does not need to be addressed because the issue was already decided 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 marketed tax schemes unless they have an ATO
ruling. This is because the ATO has no trouble proving your primary motive was a tax benefit as there is
always an abundance of marketing propaganda to prove this.

On the other hand don’t lose sight of the fact that you are not obliged to pay more tax than necessary. InIT
2330 the ATO states:

"Notwithstanding that an arrangement may not be capable of excplanation 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
IV A) 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 particular provision, i.c., 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 in that they provided for a bigher 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 IV AJ. It may mean no more than that, in considering the terms of the borrowing
Jor 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 acconnt?”

Unfortunately the judges concluded that such a loan was not normally available so it was not reasonable to
argue it was a normal arrangement apart from the tax benefit. Ultimately it was the linking of the loans that
sunk them. This should not discourage investors seeking similar loans that 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 recognise that this test has two elements. Firstly there
has to be a scheme and secondly it needs to have a dominant purpose of a tax benefit. In Hart’s case it was
recognised that a scheme as per 177A(1)(b) can basically include 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 intended this section to
be so wide or it would catch everything,.
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linked split loans

So now let’s look at the dominant purpose of a tax benefit test. Which must also be present for Part IVA to
apply. No this does not mean that if you walk into a newsagency to buy an invoice book your dominant
purpose was to gain a tax deduction for the book and as it was a “course of conduct’ that is it no tax
deduction because this is a tax scheme. We have to be more realistic than that. Nevertheless the High Court
found that Hely ] was correct in stating:

“A particular conrse of action may be both tax driven, and bear the character of a rational commercial decision. The
presence of the latter characteristic does not determine in favour of the taxpayer whether, within the meaning of Pt
IV A, a person entered into or carried ont 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 all about the dominant purpose.

The simpler the arrangement the better, the more artificial it becomes the more it meets the definition of a
scheme.

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

Say for example you have a line of
credit on your rental property and a
separate loan on your home. Your
tenant may pay you a couple of months
rent in advance which you pay off your
home loan as everything is up to date
and cash flow looks good at the time.
Over the next two months you have
quiet a few personal expenses that take
up all of your wages. Then the rates
and some repairs are due on the rental
property. You need to draw the funds
to cover the rates and repairs from the
line of credit on the rental property and
due to lack of funds the interest that
month has to be capitalised. Luckily you just manage to make the P&I payment required on your home loan.
This scenario is not a scheme. Events just happened that way and it is not for the ATO to tell you how to
manage your affairs. Linking the two loans or a systematic approach to the increase in the loan on the rental
property may point towards a scheme. Just watch out for spare funds to make extra repayments on your
home and don’t prop 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.
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