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ProSolution Private Clients

ProSolution Private Clients is a specialist financial services firm that provides honest and astute
advice to professionals and investors.

Our Wealth Advisory team provides fee-for-service financial advice on all asset classes including
equities (shares) and direct property. In fact, our team’s specialisation is developing financial plans
for property investors (called an Investment Property Strategy). Our Investment Property Strategies
develop a plan to meet your retirement or investing goals through investing in direct property. These
plans consider questions like how many properties you should purchase, when, what States
(location) and property types, ownership structure, risk management including risk insurance, estate
planning and the like. Our Wealth Advisory team does not receive any commission which means we
are impartial, eliminate any conflicts of interest and can provide products at a lower cost (e.g.
premiums for income protection insurance and life insurance are often 20% to 30% lower).

Our Debt Advisory & Broking team provides advice to owner-occupiers and investors about
structuring their lending effectively to maximise tax planning opportunities, manage risk and
minimise overall cost (some of the issues we consider are highlighted in this booklet). Once we have
developed an appropriate lending structure, we will broker the lowest cost loan from our panel of
over 30 lenders.

For more information about our services and methodology (including hundreds of testimonials from
clients), please visit our website at www.prosolution.com.au or telephone us on 1300 880 224.
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Introduction

Minimising tax and ensuring ownership structures are optimised is critical and can have a
tremendous effect on your overall wealth, cash flow, risk management and estate planning. Any
investor serious about building wealth should be well advised on these matters. For example, if asset
protection is a key requirement (maybe if you’re a medical practitioner, for example), ignoring the
issue or taking bad advice could end up costing you your entire wealth (e.g. if you are successfully
sued). Optimising your taxation benefits will improve your cash flow and possibly allow you to invest
more into the property market (or other assets). For example, acquiring an additional property could
increase your net worth by many thousands of dollars. In summary, often these issues are as
important as the investments themselves.

This booklet aims to provide you with a good overview of some of the key issues with ownership
structures and taxation. It won’t magically solve all your problems or answer all your questions.
However, hopefully it might give you a few different ideas which you can investigate further. Of
course, | don’t know your individual situation and the booklet is written for informational purposes
so please seek professional, independent advice before acting on this information.
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Ownership structures

First time investors rarely consider their ownership structure options. Often, what happens is a first
time investor decides to purchase an investment property and it is normally purchased in personal
names (jointly with spouse) or solely. Then, once they have seen that the investment has really
worked out well for them, they decide to ramp up their investment property activities and start
looking into different structures. The point is, getting the first property purchase right in the first
place may allow you to make the second and subsequent property purchases in a shorter time frame
with better cash flow.

When purchasing an investment property, it is very important that you consider your ownership
structure alternatives — at least know what’s available. When buying an asset that costs hundreds of
thousands of dollars and which you might own for decades to come, you should invest some time
and money in getting top quality advice. Below is a summary of your options and the respective pros
and cons.

Personal name

Description As the title explains, the property is held in your personal name. If owning a
property with another person/s, you can own it as “joint tenants’ or “tenants
in common”. If held as joint tenants, there is no discernable ownership
percentage and ownership is assumed to be equal between parties. If held as
tenants in common, each owner can stipulate a certain ownership percentage
(e.g. wife may own 99% and husband 1%).

Pros =  Simplicity — no need for additional structures and costs.

= [f held by the highest income earner, income tax benefits (i.e. negative
gearing) will be maximised.

= Individual owners benefit from the 50% Capital Gain Tax (CGT) exemption.

=  Some States (e.g. Victoria) will allow you to transfer property in personal
names between spouses without incurring stamp duty.

Cons = |f you sell the property, CGT cannot be minimised (particularly if the
property is owned by highest income earner).

= Asset protection is minimal. If you are sued, personally owned assets are
at risk.

= |f you own a property as “joint tenants” and you die, your portion of the
property passes to the remaining owners. However, if you own a property
as “tenants in common” and you die, your percentage of the property you
own passes to your estate (this might be important to consider if you own
property with someone who is not a member of your immediate family).

© Copyright 2009 ProSolution Group Pty Ltd Page 4
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Discretionary trust

Description

A discretionary trust is often referred to as a family trust. A trust is not a
separate legal entity. Instead, a trust is a written agreement (in the form of a
Trust Deed) which governs the holding of assets for the benefit of a group of
people or person (called the beneficiaries). The property is held by the trustee
(a trustee can be a natural person or a company — often a company for asset
protection and clarity). An investment property’s title will be registered in the
trustee’s name. The Appointer of a trust is the person who has the power to
remove and appoint the trustee. This is an important position and should be
held by someone who you trust. The death or disablement of the Appointer
should be addressed in estate planning (e.g. Wills). The Settler is the person
who starts the trust (and should be un unrelated person as there may be
problems with a Settler receiving a distribution).

With a discretionary trust, the beneficiary’s entitlements are not fixed.
Instead, the Trustee can distribute benefits to each beneficiary at its discretion
in accordance with the rules set out in the Trust Deed. If the trust owns an
investment property, rental income can be distributed to anyone (subject to
the Trust Deed of course). Different types of income (e.g. rental, dividends,
and capital gains) can be distributed to different people.

Pros

= Tax planning opportunities — discretion to distribute income in a tax
effective manner. Also, upon sale of the investment, the capital gain can
be distributed tax effectively.

= Asset protection — investment assets are held in trust rather than in your
personal name, thereby protecting your assets.

= Atrustis entitled to the 50% CGT exemption.

Cons

= Potential loss of tax benefits — a trust cannot distribute a loss. Therefore,
in the early years when the property produces a loss (often because the
rental income does not cover the interest and property expenses), this loss
cannot be offset against other income, thereby reducing tax (i.e. no
negative gearing benefits).

= Cost—a trust would normally cost approximately $1,500 to set up
(including the corporate trustee). Ongoing accounting fees would be
payable to comply with tax and legal requirements. Given the amounts
invested, this con is immaterial in my opinion.

= Lland tax —in some States, land held in a trust is subject to higher land tax
rates.

= Limited life — a trust generally can only exist for a maximum of 80 years in
which time the property must vest in a beneficiary’s name.

=  ATrust’s profit must be distributed or allocated to a beneficiary of the
trust. Any retained, undistributed profit will be taxed at the highest
marginal tax rate (i.e. 46.5%). However, there is a way around this.

© Copyright 2009 ProSolution Group Pty Ltd Page 5
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Unit trust
Description A unit trust has a very similar structure to a discretionary trust with the
existence of a Trust Deed, Trustee, Beneficiaries, Appointer, Settler, etc. The
main difference is that a unit trust issues units to each beneficiary (similar to a
company issuing shares to shareholders). Each unit carries a fixed entitlement.
The entitlement could be anything — just income from the trust, just capital
gains from the trust, entitlement to receive income and capital gains, etc. For
example, if a unit trust issues 100 income and capital units and you own 40
units, you are entitled to 40% of the income and capital that the trust
produces.

Pros = Ability to clearly define entitlements. This is often necessary when
unrelated parties hold property in a trust together (e.g. two business
partners might complete a property development in a trust and each
partner will hold 50% of the units).

= Aunit trust is entitled to the 50% CGT exemption.

= |n some States, a unit trust is a good entity that will allow you to transfer
ownership of a property without incurring stamp duty (as you transfer
ownership of the units, not the property itself). Of course, CGT will be
payable. Check with your State revenue office and watch out for land rich
tax provisions.

= Aunit trust could provide an individual with negative gearing benefits as
an investor would borrow money to purchase units (with capital and
income entitlements). The trust would then use the money it receives
from the sale of units to fund the property purchase.

Cons = Potentially less asset protection. If the investor owns the units personally
and the investor is sued, the units (and assets behind then) could be at
risk. Units could be owned by a separate discretionary trust, thereby
imposing another level of asset protection to mitigate this con.

= No discretion over income/capital gain — because entitlements are fixed,
there is no ability to stream income or capital gains tax effectively.

= Limited life — a trust generally can only exist for a maximum of 80 years in
which time the property must vest in a beneficiary’s name.

= A Trust’s profit must be distributed or allocated to a beneficiary of the
trust. Any retained, undistributed profit will be taxed at the highest
marginal tax rate (i.e. 46.50%). However, there is a way around this.

© Copyright 2009 ProSolution Group Pty Ltd Page 6
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Hybrid trust

Description A hybrid trust is a trust that has attributes of both a unit trust and
discretionary trust, as the name suggests. Putting it another way, a hybrid
trust is like a discretionary trust that has the power to issue income units to
create a fixed entitlement.

Hybrid trusts are often promoted as a vehicle that can help maximise an
investor’s negative gearing benefits, while potentially converting back to a
discretionary trust once the property produces a taxable profit. To achieve
this, a hybrid trust would issue income and capital units to the highest income
earner. For example, a hybrid trust could issue 400,000 units for $1 each to
John. John would obtain a loan is his name to purchase these units. The trust
can then use the $400,000 received from the sale of units to purchase an
investment property. As the trust would have to distribute all net income to
John, he will be able to claim a deduction for the interest incurred on the
$400,000 loan. Thus, John benefits from the negative gearing tax benefits.
When the property starts producing a profit (rental > expenses), the hybrid
trust would buy back the units from John. The trust would have to pay John
fair market value for the units (so if the property has doubled to be worth
$800,000, the trust would have to pay john $2 per unit). The trust could use a
loan to fund this buy back (i.e. obtain a loan for $800,000). John would of
course have to pay capital gains tax on the gain he has made (i.e. bought units
for $1 and sold them for $2). John could use the net proceeds (i.e. after CGT)
to repay the original $400,000 loan. He would then be left with approximately
$300,000 — maybe to retire non-deductible debt. Stamp duty shouldn’t be
payable on the sale of units (but check with your adviser).

Pros = Potentially, the best of both worlds. You may be able to benefit from
negative gearing benefits in the earlier years of owning property and then
convert back into a discretionary trust and allocate the property’s income
to the lowest income earning in the latter years.

=  You can potentially re-gear an existing property by having the trust buy-
back any units on issue. This will allow you to pull out some cash from an
investment property and repay non-deductible debt (for example).

= Aunit trust is entitled to the 50% CGT exemption.

© Copyright 2009 ProSolution Group Pty Ltd Page 7
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Cons = The ATO has expressed some concern over the use of hybrid trusts. Their
concerns relate to the entitlement of unit holders. If investors borrow
money to purchase units in the trust, the ATO wants to ensure that the
unit holder has a fixed entitlement to income and the eventual capital
gain. The trust deed needs to address this. The solution to this potential
risk is to obtain a Private Ruling from the ATO and/or obtain a legal
opinion on your trust deed. This is critical to get right.

= Potentially less asset protection. If the hybrid trust issues units and they
are owned by the investor personally and the investor is sued, the units
(and assets behind then) could be at risk. Units could be owned by a
separate discretionary trust, thereby imposing another level of asset
protection to mitigate this con. However, this structure would negate any
potential negative gearing tax benefits.

= Atrust generally can only exist for a maximum of 80 years in which time
the property must vest in a beneficiary’s name.

= ATrust’s profit must be distributed or allocated to a beneficiary of the
trust. Any retained, undistributed profit will be taxed at the highest
marginal tax rate (i.e. 46.5%). However, there is a way around this.

Company
Description Most people would be familiar with a company structure. A company can issue

shares. Shareholders of a company own and control the company and its

assets. The shareholders’ liability is limited in that they can only lose whatever

they have contributed into the company (in most circumstances).

Shareholders appoint director/s to manage the company on a day-to-day

basis. A company can have one or more directors. A new company can be

established for approximately $500 to $800 (including ASIC fees).

Pros = A company often provides very good asset protection.

= A company has an unlimited life.
= A company can retain profit and that profit is taxed at a flat rate of 30%.
Therefore, assuming your personal income is high, it might be
advantageous to hold profit in a company to cap your tax rate at 30% (for
an individual, each dollar of taxable income earned over and above
$80,000, is taxed at a rate higher than 30%).
Cons = A company cannot benefit from the 50% CGT exemption.

= Little discretion with the allocation of income or capital gains. The only
way to distribute profit from a company is to pay a dividend. Each
shareholder must receive an equal amount (of dividend) per share held
(for fully paid ordinary shares). Therefore, you cannot distribute more
income to one person.

It is very rare that a company will be the best ownership structure for a “buy and hold” property investor. A company

might be used in conjunction with another structure (e.g. refer to page 10).
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Self Managed Superannuation Fund (SMSF)

Description Prior to September 2007, a Self Managed Superannuation Fund (SMSF) was
not allowed to borrow money. Therefore, if you wanted to purchase an
investment property in a SMSF, you would have had to use cash only.
However, these rules were amended in September 2007 and that has allowed
a SMSF to borrow money under very strict arrangements. These new rules are
complex and there are a number of CGT and Stamp Duty issues to attend to.
Also, the loan must be “limited resource”, which means we would not
recommend providing personal guarantees (which many lenders will ask for).
For more information on the structure and costs, ask for our ProSolution SMSF
Lending Solution brochure.

Pros = Considerable tax savings — whilst in accumulation phase, a SMSF is taxed

at a rate of 15% on income and 10% on capital gains. In pension phase, a
SMSF pays zero tax. Therefore, you can invest in a residential property and
sell it after retirement and pay no CGT, which will literally save hundreds
of thousands of dollars.

= Asset protection — a SMSF provides the strongest asset protection and is
even protected from a trustee in bankruptcy.

=  Personal income tax benefits — most people can contribute as much as
$50,000 into a SMSF per annum and claim a taxation deduction (people
under 50 years of age). Therefore, an investor could possibly achieve the
same income tax savings (i.e. often referred to as negative gearing
benefits) as if they owned the property in their personal name (by
contributing income into the SMSF to support the property’s holding
costs).

=  Your employer contributes at least 9% of your gross income into super.
Buying a property within a SMSF will allow you to use this income to pay
for an investment property’s holding costs. This makes property more
affordable (compared to property outside super).

Cons = Money is locked away — obviously, money inside the super system is

normally trapped inside until you’re 60 years old (for people born after 30
June 1964). Therefore, if you plan to retire early, putting all your
investments inside a SMSF may not be the best solution.

=  May restrict other tax saving measures — if you are under 50 year and have
a very large income, you may be better off contributing $50,000 per
annum into super AND gearing investments outside super to total
maximise taxation deductions. This might provide greater income tax
savings as opposed to just contributing $50,000 into super.

= Whilst SMSF lending structures are more costly than other ownership
structures, the potential tax savings greatly outweigh these one off set up
costs. In my opinion, this was important to mention, but | wouldn’t regard
this as a con.

© Copyright 2009 ProSolution Group Pty Ltd Page 9
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Which structure is best for you?

Perhaps a better question is, “which structure is best for your next purchase”. The reason | say that
is that often (but not always), one size does not fit all. That is, it is often optimal for a client to utilise
a number of different ownership structures. For example, an investor might hold their home in their
personal name, a couple of investment properties in a discretionary trust and one investment
property in a SMSF.

When developing an ownership structure for a client, there are many things to consider including
(but certainly not limited to):

=  Number of years until the person would like to retire.

=  Amount of income needed in retirement (to fund lifestyle).

= Risk of client being exposed to financial loss because of occupation or other matters (e.g. a
medical practitioner in private practice may have higher risks than an accountant that is an
employee).

= Level of current and future income (including income structure).

= Value and type of existing investments including any equity in the home.

= Cash on hand available for investment.

= The existence of a spouse and/or other dependants.

=  Future personal requirements (e.g. purchase or upgrade of a home).

= Qverall risk profile and appetite.

Often, the best way to determine the best structure is to prepare detailed financial forecasts and
comparisons. This involves preparing a budget of expected income and expenses that your planned
property portfolio may generate over the term of investment (say 20 to 30 years) and calculating the
tax payable. This will allow you to ascertain the different financial outcomes each structure provides
and even combinations of different structures. Different structures will affect your income tax
benefits, land tax, CGT payable and the like. It is worth considering calculating the Net Present Value
(NPV) of each scenario. A NPV calculation determines the present value of future cash flows and
accounts for the time value of money (i.e. it’s better to receive $1 today as opposed to S1in 20
years). Some structures deliver more net income in the earlier years than others. For example, one
structure might provide you with higher income tax benefits now, but higher CGT if you sell the
property compared to lower income tax benefits now with no CGT. It is often difficult to compare
these two scenarios without completing a NPV calculation. Microsoft Excel has a NPV function
which automates this calculation, although | prefer to do it manually (the function will ask for a
discount rate. Normally, we suggest using your long term inflation forecast. Given the RBA’s role is to
manage monetary policy so that inflation remains in the 2% to 3% band, we recommend using 2.5%
as a discount rate).

There is no easy solution to preparing these financial forecasts and comparisons. It often involves
preparing a very detailed Microsoft Excel financial model to complete these calculations. There are
some property software packages available (e.g. PIA and POSH), but they don’t often accommodate
different ownership structures and are not flexible enough to compare different scenarios. It is for
this reason that ProSolution Wealth Advisory has built its own detailed financial model.

© Copyright 2009 ProSolution Group Pty Ltd Page 10
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In addition to looking at the cash flows (via an NPV calculation), you need to consider the wealth
effect. That is, the value of equity in your property portfolio. It is wise to consider the cash value
rather than the property’s value. For example, if you sold all your investment properties and repaid
any loans and paid for selling costs including CGT, how much cash would you be left with? What is
that cash worth in today’s dollars? Whilst you may never intend selling any of your properties, it is
often wise to consider how much money you would have in the bank if you did (as circumstances
may require you to sell). Structures that minimise CGT in this regard do end up providing more
opportunities.

The important point | am trying to communicate is that it’s unlikely “one ownership structure fits

IM

all”. That is, often the best solution for a client is a combination of different ownership structures as
each structure has different pros and cons. By utilising a combination of different structures, you can
often mitigate some of the cons at a property portfolio level. However, you can’t work this out

without analysing all the numbers.

Some structuring tips

There may be a number of different structuring opportunities that you may be able to take
advantage of. However, often, you need to know about these opportunities prior to setting up your
initial structure. Whilst you may not utilise certain functions of a particular structure immediately,
they may have to be in place from purchase date. This is why you must consider what is best for you
over the ownership period when structuring ownership (as opposed to being very short term
focused like many people and only thinking about the next 3 to 5 years). Here are a couple of tips.

= |t can often take 15 to 20 years (or more) for a property portfolio to produce enough cash flow
(over and above expenses) to fund a retirement lifestyle (assuming debt is maintained on an
interest only basis). One strategy to accelerate a property portfolio’s free cash flow is to sell one
property on retirement and use the proceeds to repay the portfolio’s debt. Purchasing a
property in a SMSF with the intention of selling the property on retirement is a great strategy as
CGT will be zero and this will leave more money to extinguish most (if not all) debt. If you
implement this strategy, it is important that you are mindful of your intention to sell within a
relatively short period of time when purchasing the property. For example, buying a property
that you can renovate and improve to “create” equity may be an appropriate strategy for this
purchase.

= A good way of capping your tax rate at 30% is to establish a discretionary trust with a
“Investment company” as the primary beneficiary. The trust will also own the shares in the
Investment company. The Investment company is just a proprietary limited shell company. The
benefit of this structure is that once each individual has exhausted their 30% or lower individual
tax rates (i.e. each individual has a taxable income of not more than $80,000 each), the trust can
distribute any remaining profit into the Investment company which will pay tax at the company
rate (30%). In the future, the Investment company can then pay a dividend to shareholders (i.e.
the trust) and the trust then has the discretion to distribute the dividend to another beneficiary
with the imputation credit attached (i.e. a credit for the 30% tax that the Investment company
paid). This essentially allows you to “park” profit in a company, pay a 30% tax rate and then

© Copyright 2009 ProSolution Group Pty Ltd Page 11
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eventually (possibly) distribute that profit to a beneficiary that has a low tax rate and maybe
obtain a tax refund via tax (imputation) credits. It allows you to spread your profit over a number
of years to ultimately minimise tax.

= Owning a property as tenants-in-common can provide some flexibility in that you can potentially
allocate all the cash deposit to the lowest income earner and gear the highest income earner’s
share at 100% (plus costs). For example, if you and your spouse have $200,000 cash as a deposit
and would like to purchase an investment property for $500,000, you could consider the
following structure. The income earner would own 38% of the property (being the total cost of
$525,000 / $200,000) and the highest income earner would own the remaining 62%. 62% of this
total cost is $325,000. Therefore, you would establish one loan account in the highest income
earner’s name for $325,000. Since we can borrow 80% of a property’s value (or $400,000 in this
example), we can establish a second loan for $75,000 in the lowest income earner’s name.
However, we have borrowed more than we need, so the couple will have $75,000 of cash left
over (being loan of $325,000 plus loan of $75,000 plus cash of $200,000 gives them $600,000 in
total but the total cost is $525,000). Therefore, the lowest income earner deposits the $75,000
surplus cash in an offset linked to their $75,000 loan. With this structure, the highest income
earner’s investment is geared at 105% (loan for $325,000). The lowest income earner has zero
gearing for all intents and purposes (as its loan is fully offset). Having the lowest income earner
owning as much of the property as possible whilst not foregoing any taxation benefits (to the
highest income earner) provides a good outcome as when the property produces a taxable profit
(maybe in 7 to 10 years), as much of that profit as possible will go to the lowest income earner.
At this time, the lowest income earner can withdraw the $75,000 from the offset, claim a
deduction for interest charge on the loan and use the cash elsewhere.

The dominant reason for developing any ownership structure cannot be to “obtain tax benefits” as
this may contravene anti-tax avoidance provisions. You must have reasons other than tax benefits to
justify when investments are structured in a certain way. For example, the reason for the structure
mentioned above could be that the lowest income earner wants the lowest gearing level (because of
their lesser capacity to service debt). In this instance, the dominant reason for this structure was to
manage risks. You (or your advisers) should document the reasons for their recommendations to
ensure no anti -tax avoidance provisions are contravened.

© Copyright 2009 ProSolution Group Pty Ltd Page 12
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Tax matters

The amount of tax we pay matters to all of us. As the Late Kerry Packer (at the time he was
Australia’s richest man) once said to a government inquiry, “Of course | am minimising my tax. And if
anybody in this country doesn't minimise their tax, they want their heads read, because as a
government, | can tell you you're not spending it that well that we should be donating extra!”
However, sometimes | find people can be too tax focused. This may result in investors making long
term decisions based on short term outcomes (i.e. solely maximising negative gearing benefits in the
first few years). My word of warning is to minimise your tax payable as much as legally possible, but
don’t be too tax focused when it comes to ownership structures and asset selection. There are other
financial planning, risk management and estate planning issues to get right which can be equally

important.

Mortgage tax matters
The section below discusses matters relating to borrowing to invest in property.

Applicants don’t matter

If you are investing within a family unit such as a husband and wife, whether the loan is in joint
names or just the wife’s or husband’s name will generally not have any bearing on who is entitled to
the tax deductions associated with that loan, as long as your banking is structured correctly. In a
marital situation such as this, the major determining factor regarding deductibility from the
Australian Taxation Office’s (ATO) perspective is who owns the asset in question (i.e. who is named
on the title).

For example, if the investment property is in the husband’s name, but the loan is in joint names, the
husband is still entitled to 100 per cent of the tax deduction. This is because the ATO is open to the
fact that the husband and wife are joint applicants on the loan and have therefore borrowed 50 per
cent each. The husband obviously uses his 50 per cent for the purchase (in his name) and the wife
on-lends her 50 per cent to the husband and charges him the same rate that the bank is charging
her.

Whilst this has the theoretical effect of creating a taxable income for the wife from the interest she
charges her husband, she is entitled to a tax deduction for the same amount of interest paid to the

bank for her share of the loan, thereby offsetting that income. Therefore, the result to her is zero in
terms of a taxable income or profit and the deduction is shifted entirely into the husband’s name.

Essentially, this means that if you have two parties entering into a loan, particularly in a marital
relationship, the ATO is rarely concerned about whose name the loan is in and in fact, it’s often
easier for it to be in joint names as most lenders require the extra security of two incomes for
approval.

You should do two things to ensure you don’t get any questions from the ATO. Firstly, referring to
the above example, the loan repayments should be made from a bank account that is solely in the
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husband’s name (i.e. the sole owner of the investment). Secondly, you should document (on one
page) the arrangement you are entering into with your spouse or family member (that is, one person
is on-lending 50% of the debt to the other spouse so they can purchase 100% of the investment).

There are two alternatives for investors to consider when purchasing a property in one party’s
name, even though they require both incomes for the loan. They can have the loan in joint names as
outlined above, which is reasonably clean and clear, or they can set up 100 per cent of the loan in
the property owner’s name (either husband or wife) and their spouse can provide a guarantee.

This latter arrangement is completely acceptable and some accountants will even advise clients to
do this, but the downside is that there can be extra costs involved such as guarantor fees and
lenders will often want the person acting as guarantor to seek independent legal advice. This can be
another costly expense and potentially create further issues, as a lot of lawyers/solicitors are averse
to providing such advice due to risk and time limitations.

Lenders are becoming increasingly strict about the legal advice requirement for guarantors in order
to ensure that they are fully aware of what they’re entering into and the onus is entirely on them. If
the loan goes into default, the lender wants to be covered so that the party providing the guarantee
can’t take them to court and claim that they were not completely informed about what they were
entering into and that it wasn’t in their best interest to sign such a contract. In fact, there have been
some cases that have actually gone to court where the guarantors have won. So while this is a do-
able method for structuring the loan, it can be messy and from a taxation point of view it really
doesn’t make any difference to have the loan in joint names, as long as it’s structured correctly.

On the other hand if the applicants are not in a relationship, such as two mates pairing up to be
‘investing buddies’ with the understanding that only one party will have their name on the property
title, this really needs to be approached carefully and correctly. In this circumstance, | would prefer
to see the owner being the sole applicant to the loan.

Loan purpose is king

Ultimately, the biggest determiner as to whether interest on a loan is tax deductible is the purpose
for which the loan funds are used. This is what the ATO looks at. If the item being financed is used
for a purpose which has a direct relationship with earning assessable income, then any interest
charge in respect to the loan used to finance that item will be tax deductible. That’s the first
question they ask, followed by who owns the asset, which determines the eligible party who can
claim the deduction. In other words, if you establish a loan to purchase an investment property
which earns an assessable income and the husband owns 100 per cent of that investment property,
then the husband is 100 per cent entitled to a deduction.

Security doesn’t matter

The property used as security for a loan will have no bearing on the loan’s tax treatment. For
example, you can establish an investment loan for $300,000 to fund the purchase of an investment
property and use your home as sole security for the new $300,000 loan. In this case, the interest on
the loan will be tax deductible as the purpose for the loan is ‘investment’. The loan purpose matters,
security doesn’t.
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Redraw - be careful!

Redraw is the ability to withdraw any extra repayments that you make on a loan. That is, any
repayment greater than the required minimum repayment. In the case of an interest-only loan for
example, the available redraw would be any principal repayment you’ve made, as the applicable
interest is the required minimum repayment. For a principal and interest loan, the redraw amount
available is any repayment made over and above the minimum principal and interest repayment.

The ATO treats any redraw as a separate loan and once again its deductibility comes back to the
purpose test (as mentioned above). For example, if a client has a $300,000 investment loan and
receives a $20,000 bonus from work (which they intend to use for a holiday at the end of the year)
but parks the $20,000 in their investment loan (by making a loan repayment) in the interim to save
interest, this will be considered an extra repayment. If they then redraw that $20,000 at the end of
the year to pay for their holiday as planned, the ATO will deem that the client now has two loans —
one for $280,000 which is still tax deductible and one for $20,000. This latter amount is no longer tax
deductible, as the loan purpose is to finance a personal holiday, which has no connection with
assessable income.

So essentially, when you repay a loan, you can deny yourself a future tax deduction as you cannot
simply redraw it back up to the original loan amount. In this sense, you need to be careful about how
you use redraw facilities and what you use any redraw money for, as it can really confuse a loan
balance and may end up costing you from a taxation perspective.

Buying and borrowing costs - the good news

The good news is that pretty much all borrowing costs are tax deductible. Any costs under $100 are
deductible in the year that they’re incurred and any costs over $100 are deductible equally over the
term of the loan or five years, whichever is less. As most mortgage terms are longer than five years,
generally the borrowing costs are deductible over the first five years of the loan.

Deductible costs can include expenses at time of purchase, such as application fees, title search fees,
lender’s legal fees, valuations, mortgage insurance, mortgage stamp duty, loan repayment
insurance, settlement fees, security or guarantee fees — basically any third party fees that are
payable upfront, whether they be government or bank charges.

If you refinance or repay your loan earlier than the five-year period in which you are able to claim
these costs, you can claim the balance of the expenses which you haven’t claimed in that year. For
instance, if you paid a $500 application fee and you’ve claimed $100 each year for three years and
then you pay the loan out at the end of the third year with an outstanding cost of $200 to claim, you
can claim this amount at the end of that third year.

You will have to apportion your claim depending on what portion of the year you’ve had that loan
for. So if you take the loan out half way through the financial year, you have to initially divide the
claimable expense by five to calculate your per annum entitlement and then you will need to halve
that amount for the first year as you would only have had the loan for six months.

Obviously, the interest payable on your investment loan is tax deductible as long as it has a direct
connection with the financing of that particular asset. Most lenders provide a year-end summary and
statement for each loan, which records and calculates the interest charges on that account.
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If the loan account is used for a couple of different purposes, such as in the instance where you have
a $280,000 loan and a $20,000 loan, with the $20,000 used as a deposit, you need to provide
calculations or file notes to indicate why you’ve apportioned the interest charged on that account
pursuant to the division of the $280,000 and $20,000. Because you are reliant on your own records
in that instance, it’s generally better to have every loan separated by purpose and asset. This is
particularly important if you have shares and property.

If you make principal repayments on a loan that is used for different purposes, you must apportion
the repayments. Using the above example of the $300,000, if you repaid $2,000, you would
apportion $1,867 (being 93.3% - $280,000 / $300,000) of the repayment to the deductible portion
(5280,000) and $133 to the non-deductible portion ($20,000). You cannot simple nominate that the
repayment of $2,000 was to repay say the non-deductible portion only (as there is only one loan).

If you have one loan that you withdraw multiple deposits from however, you don’t necessarily need
to split that up, because with multiple properties, your accounts can become too cumbersome. You
should try to find a reasonable balance with some of your split accounts though, just so you can
keep track of which loan is attributable to which property or properties.

This is not only important for the end of the year when you have to calculate your interest, but it
also has an impact if you sell a property. If you organise split loans, you will know exactly how much
you need to repay when you sell and have to settle the debt associated with a certain property.
Otherwise, if all of your investments are held in one loan account, you might lose track and end up
paying some of the debt attributable to another property, thereby potentially denying yourself the
maximum deduction on that loan.

Interest on interest
The question of whether interest on interest (often referred to as capitalised interest) is tax
deductible is a subject that many people are confused about (even some accountants!).

If you have a $300,000 investment loan at 7 per cent (interest cost $21,000 per annum) and instead
of using your cash or rent to pay the interest on the loan, you decide to use say a line of credit, you
will be charged interest on whatever you use from that line of credit (i.e. the $21,000), hence
creating interest on unpaid interest (much like a credit card if you don’t repay in full each month).

Essentially, the verdict that was handed down in the High Court (Harts Case) was that if you enter
into this type of arrangement solely to obtain a tax benefit with a split loan rather than two separate
loans, it is not tax deductible. However, the Court determined that in general, interest on interest is
deductible — this is something that many people are not aware of.

There are two things you must do to ensure a capitalisation of interest structure will meet the ATO’s
guidelines:

1. The dominant purpose of entering into the arrangement must not be to obtain a tax benefit.
2. The loan used to fund the capitalised interest must be a separate loan that doesn’t require
repayments (i.e. a line of credit).

You can refer to the relevant Tax Determination (TD 2008/27) on this matter for a more detailed
discussion issued in December 2008.

© Copyright 2009 ProSolution Group Pty Ltd Page 16



\ .
prosolution

private clients

Capitalising interest on investment debt can be quite an effective tax planning tool for people who
have both non-deductible (home loan) and deductible debt (investment loan). You could potentially
decide not to make any repayments on your deductible debt, plough all of your rental and
employment income into your non-deductible debt to repay your home loan as quickly as possible
and use a line of credit to pay the interest on the investment loan. By doing so, you will end up
paying less interest, because you effectively end up paying less tax (as an increasing proportion of
interest is tax deductible).

Many people are hesitant to buy an investment property until they have repaid their home. They
have the somewhat misguided idea that they should put all of their income into reducing their home
loan rather than diverting some of their income to support an investment property. This is more a
psychological than fundamental reason as to whether or not they should start an investment
property portfolio. If this is a home owner’s primary concern, then this type of loan structure
alleviates that issue, because it means the investment property isn’t going to be a cash flow burden.
They can still put all of their income (and even some extra rental income) into their home loan rather
than funding an investment property purchase, essentially enjoying the prospect of having their cake
and eating it too... quite interesting don’t you think? This can be the dominant purpose for the loan
structure, thereby satisfying point one above.

It is critical that this structure is set up correctly with the correct product, so please don’t try and do
this yourself. We are well placed to ensure all ATO guidelines are met.

Property repairs and maintenance

Repairs and maintenance expenses are tax deductible. Repairs and maintenance involves bringing
something back to its original condition, not improving it. If it's an improvement, then it’s regarded
as a capital item which you should be able to depreciate.

Replacing an item or structure in its entirety is considered an improvement, not a repair (e.g. pulling
an old fence down and rebuilding it is an improvement. Mending the fence is a repair and is
deductible).

Repairs undertaken immediately after you have purchased a property are not deductible, as they are
improvements (because you are repairing the property beyond the state it was in when you
purchased it).

If you complete any repairs while the property is tenanted or between tenants and the property has
been available for rent for the whole financial year, you should be able to claim the full cost of the
repair. However, if you don’t meet these circumstances (e.g. you occupy a property, then move out,
then repair, then listed it for rent and tenant moves in), you may not be able to claim the full cost so
be careful with the timing.

Depreciation

Investors may claim a tax deduction for depreciation of dwellings that were constructed after 17 July
1985. The building cost can be depreciated at a rate of 2.5% per annum (4% if constructed between
18 July 1985 and 16 September 1987). Dwellings constructed prior to 17 July 1985 cannot be
deprecaited.
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For investment properties purchased after 17 May 1997, the cost base will have to be reduced by
the amount of depreciation you have claimed since owning the property (cost base is only relevant
for calculating CGT when you sell an investment). If you haven’t actually claimed depreciation, you
will still have to reduce the cost base by the depreciation you could have claimed over the last 4
years (at the same time you can amend your last 4 year’s tax returns to include the depreciation
deduction). However, if there is no way to ascertain the deduction without obtaining a depreciation
(read: quantity surveyors or QS) report, then you may not have to reduce the cost base (however
the rules are very tight in this regard). In summary, if your property is constructed after 17 July 1985,
you should claim a tax deduction for depreciation.

The first step is to try and obtain information from the Vendor of the property as to how much the
dwelling cost to construct (legislation requires Vendors of properties to provide you with this
information per Subsection 262A(4AJA) of the 1936 Tax Act). If you cannot obtain any information
from the Vendor, you can engage and rely upon a QS report.

In regards to depreciation of improvements (referred to as capital works), these can only be claimed
if you can obtain proof of:

1. The scope of the work done.
2. When it was completed.
3. The cost of the work.

To address the first two points above, you may be able to collect documentation such as
architectural drawings, specifications of works, building contracts, Council approvals and the like. A
documented conversation with the Vendor might be sufficient evidence, but the more
documentation you can get, the better. In regards to ascertaining cost, you must first try and obtain
documentation from the vendor. If this is not available, you can engage a QS to estimate the cost.

You can also claim depreciation on plant and equipment (e.g. furniture and fittings). The cost or
value of plant and equipment is depreciated over its useful life. You do not necessarily need a QS
report to determine cost or value but it will save you a lot of time. The QS can estimate the current
value of plant and equipment items when you purchased the property. You can depreciate most
furniture and fitting such as carpets, stoves, hot water systems, air conditioners, light fittings, fans,
curtains, etc. You can depreciate plant and equipment that costs less than $1,000 at a faster rate.
These items are allocated to a low value pool and depreciated at a rate of 18.75% in the first year
(regardless of what time of year it was purchased) and 37.5% for each year after that, at a
diminishing rate.

You can only claim depreciation if the property is tenanted. Therefore, if the property is vacant for
the whole year (maybe due to renovations), you will not be able to claim a tax deduction for
depreciation.

For more information about QS services go to www.washingtonbrown.com.au.

Trusts
Trusts do not pay tax in their own right. Instead, a trustee must resolve to distribute all trust net
income prior to the end of the financial year (although the ATO may allow a grace period of up to

© Copyright 2009 ProSolution Group Pty Ltd Page 18



\ .
prosolution

private clients

two months after the financial year for this to occur, but there is no law that allows this). If the
trustee does not resolve to distribute income to a beneficiary, the trustee is taxed at the highest
marginal rate (i.e. 46.5%) on any undistributed income.

Any income received by a beneficiary from a trust is included in the taxable income of the
beneficiary in the year the decision to distribute that income was made (i.e. when the beneficiary
was “presently entitled” to that income — this is the legal term), not when the income was actually
received. Income or capital distributed to a beneficiary retains its original tax nature. That is, if a
trustee distributes a capital gain, the beneficiary will record a capital gain in its tax return.

A trustee must pay tax on any distributions declared by a trust to a beneficiary that is a non-resident
of Australia. These distributions are taxed at 46.5%. Any tax paid by the trustee will flow through to
the beneficiary as a tax credit. This may be important for property investors if they leave Australia
and have a discretionary trust (and don’t want to lodge an Australian tax return).

A trust cannot distribute a loss. Any losses must be carried forward. Therefore, if you own an
investment property in a trust and that property produces an income loss, that loss will be trapped
inside the trust. The loss may be used to offset (reduce) future taxable income so the tax benefits
aren’t necessarily wasted, just deferred.

PAYG employees

Employees have less tax planning opportunities open to them compared to self employed persons.
The reason for this is that employees rarely have flexibility in regards to where their income is
allocated. Income is nearly always received personally by the employee. For example, in a situation
where one spouse has a high paying job and the other spouse earns no income, it would make sense
to “shift” as much income in the non-income generating spouse’s name as possible. However, whilst
an investment property produces a taxable loss (often within the first 10 years), it would make more
sense for that loss to be in the name of the high income earning spouse (so that they can reduce
their taxable income and tax payable —i.e. negative gearing tax benefits).

Using the above example (one spouse earning all the income), let’'s compare two options. Firstly,
the property could be solely in the highest income earner’s name. This ownership structure will
maximise the tax benefits, but will cause additional tax headaches in 10 to 15 years when the
property produces a taxable profit. Alternatively, the property could be owned solely by the non-
income earning spouse (a cause of action rarely taken). In this situation, the spouse could carry
forward the tax loss that the property produces. This carried forward loss could then be used to
offset future taxable income. Nearly all people choose the first option. However, comparing the two
options and calculating the Net Present Value (NPV) shows that there’s only a small difference — a lot
less than you think. Over a 30 year period, having the non-income earner own the property will
result in a lower value of less than $2,000 in today’s dollars (NPV of the net income received over 30
years in highest income earner’s name is $1,322,000 and $1,320,000 in hon-income earner’s name).
This analysis doesn’t take into account the cash flow effects of tax benefits (i.e. it is easier to fund
property holding costs if you obtain negative gearing benefits in the earlier years).

However, perhaps we can take this one step further. Suppose the investment property is owned by a
unit trust. Initially, the units are owned solely by the highest income earner. Then, in 10 to 15 years
when the property produces taxable income, the units could be sold to the non-income earning
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spouse at market value. At this time CGT would be payable, but not stamp duty (in most States
except Queensland and western Australia — but be careful for land rich provisions for properties
worth more than S1 million. You must plan this carefully). Most people would ignore this option
quickly, because of the CGT payable. However, the NPV of this option is $1,340,000 being more than
the first two options. In fact, if you used a loan to pay for the CGT, the NPV increases to $1,395,000
(this is the best calculation to compare against, as | haven’t taken CGT into account in the first two
options). This one bit of advice is worth over $73,000 of value in today’s dollars. The point | am
trying to make is you shouldn’t discount any options until you have had an expert run all the
numbers. There might be structures available to you that might give you the best of both worlds. Of
course, the outcomes are heavily dependent on the levels of income between spouses (now and into
the future) and the length of ownership period (or year to retirement). Therefore, you need to
investigate if the above example is applicable to your situation or not.

One issue with the above structures is that they don’t provide a lot of asset protection. PAYG
employees are not necessarily exposed to the same risks that self-employed persons are. Therefore,
this may not be an issue. However, this must be considered when designing a structure.
Interestingly, owning all investments in a family trust would mean the tax losses would be trapped
inside the trust (and can be offset against future income). Therefore, the NPV outcome would be
very similar to the “non-income producing spouse” calculation above.

| have always openly communicated how unimpressed | have been with the plans that many
financial planners put together. The ‘template’ solution tends to be two pronged — salary sacrifice
into super and invest in managed funds (perhaps with some gearing as well). However, | have to
admit that whilst it’s not a sexy strategy, it has its place. Salary sacrificing additional superannuation
contributions into a Self Managed Super Fund is often a good strategy for PAYG property investors.
Assuming you have a healthy superannuation balance (say $120,000 to $150,000), you may be able
to purchase an investment property in a SMSF and fund a portion of the purchase price via
borrowings. Most people can salary sacrifice up to $50,000 per year. This will reduce your taxable
income and save on tax. It is one of the better tax saving mechanisms available to PAYG investors.

Self-employed

Self-employed persons have a lot more tax flexibility, as they can often structure how income is
received and where it goes. The structure illustrated below is often a great structure for property
investors that are self employed.

Trading Business Pty Ltd

Discretionary Trust Property Trust

Investment Company Pty Ltd
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The client’s business is operated through a company (Trading Business Pty Ltd) which provides some
asset protection and is easier to sell (if a sale of the business ever eventuates). The Discretionary
Trust owns all the shares in the trading company. The primary beneficiary of the discretionary trust
is Investment Company Pty Ltd (which is a dormant shell company). The Discretionary Trust also
owns all the shares in the Investment Company. All investment properties are held in the Property
Trust which is a standard discretionary trust. The profit in the business is moved into the
Discretionary Trust via payment of a dividend. The Discretionary Trust will then distribute some
income to the Property Trust to soak up any tax losses in that year. Some profit could then be
distributed to family members (including a small amount to children less than 18 years of age —
currently $2,666 per annum in the 2009/2010 year). Any profit left over can be distributed to the
Investment Company so the client’s tax rate is capped at 30%. In a lower income year, the
Investment Company can pay a dividend back into the Discretionary Trust and the trust can
distribute the income elsewhere (with imputation credits). This structure is good, because it
provides a significant amount of flexibility in terms of income tax and CGT as well as providing good

IM

asset protection. This structure is not a “one size fits all”, but it’s an example of how much more

flexibility self-employed people have.

Importantly, | would rarely recommend self-employed persons to own investment property in their
personal names. Often, it is just not necessary and you can obtain the same tax benefits and
superior asset protection using other structures. A discretionary trust would suit most self-employed
people.

Non-residents

Generally, if a person leaves Australia for more than two years and sets up a home overseas, they
will be classified as a non-resident. A non-resident has to pay tax on Australian income at non-
resident rates (which starts at 29% from the first dollar). Separate rules apply to interest and
dividend income (as withholding tax is payable).

It is not uncommon for young people to want to work and live overseas for a variety of reasons.
Often, their earning potential is increased and many people (wisely) take this opportunity to start
investing in property. It is important to note that non-resident investors cannot benefit from any
negative gearing benefits. Tax losses will be trapped inside Australia and the losses can be carried
forward and offset against future income upon the investor’s return to Australia (as long as the
investor lodged a tax return each year).

A trustee of a trust that makes a distribution to a beneficiary that is a non-resident must pay tax on
the distribution at the highest marginal rate (46.5%). However, the beneficiary will receive a credit
for the tax paid by the trust. Therefore, when the beneficiary lodges an Australia tax return, the
beneficiary can obtain a refund of tax if they qualify for one.

If you work overseas and rent out your home in Australia, you can still benefit from the CGT
exemption that applies to main residences (i.e. no CGT is payable on the sale of a main residence).
This exemption is available for a maximum of 6 years and as long as you do not have another main
residence. You are entitled to another 6 year maximum period each time you occupy and then
vacate the dwelling.
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A non-resident cannot establish a new SMSF in Australia. Therefore, if a SMSF isn’t in place before
they leave, non-residents may not have the ability to purchase an investment property in a SMSF.

A SMSF cannot accept concessional contributions from a non-resident. This may be important if you
use borrowings within your SMSF to purchase a property and then become a non-resident (as you
might not be able to tax effectively contribute into your SMSF to support loan repayments).

Self Managed Superannuation Fund (SMSF)

A complying SMSF benefits from concessional taxation rates. A SMSF will either be in an
accumulation phase (i.e. members are not retired and are accumulating retirement savings) or
pension phase (members are retired and have started drawing retirement benefits). During a SMSFs
accumulation phase, it will be a tax rate of 15% of all taxable income (including concessional
contributions) and 10% CGT rate. Whilst in pension phase, the tax rate is zero (even obtain a refund
of dividend imputation credits).

Also, assuming members haven’t made unreasonable superannuation contributions, a member’s
super benefit is protected from a trustee in bankruptcy. A super fund is one of the best asset
protection vehicles.

Contributions into a super fund are classified as concessional or non-concessional. Concessional
contributions are ones made from pre-tax income (e.g. often made through salary sacrificing or
claiming a tax deduction if self-employed). Non-concessional contributions are made from post-tax
income or cash holdings (e.g. moving cash savings into a super fund).

The concessional contributions cap for people aged less than 50 is up to $50,000 per annum. People
aged between 50 and 74 years can make concessional contributions of up to $100,000 per annum.
Concessional contributions in excess of these limits will be taxed at 31.5%.

The non-concessional contributions cap is $150,000 per annum. However, if you are aged less than
65 years, then you can bring forward 2 years of non-concessional contributions and contribute
$450,000 in one year. Contributions in excess of this limit will be taxed at 46.5%.

As you can see, the superannuation environment is very tax effective. Contributing up to $50,000
per year will help you reduce your tax and allow you to build your wealth. The only downside is that
you may not be able to access that wealth until you’re 65 (or maybe that’s a good thing as you'll be
forced to stick to a good long term investment strategy?). Property investors can now use a SMSF
and borrowings to purchase residential investment properties. The rules changed in September
2007, which now allow a super fund to borrow money under certain arrangements. Lenders may
lend up to 72% of a property’s value to a SMSF (this percentage is imposed by the lenders).
Therefore, an investor must have enough money inside super to fund the remaining 28% plus costs
plus a buffer (which would be wise). Generally, you would be looking to have $100,000 to $150,000
in the fund to make a start. The SMSF would use the property’s rental income plus your regular
concessional super contributions to meet loan repayments. Because you'll get a tax deduction for
super contributions (or via salary sacrifice), you’ll benefit from similar tax savings compared to
negative gearing.

© Copyright 2009 ProSolution Group Pty Ltd Page 22



; .
prosolution
iprivate clients

In my opinion, most people would benefit from holding at least one investment property inside a
SMSF. The structure used to set up SMSF loans is quite complex and there are many pitfalls. Time
and time again, we see clients making mistakes and rushing into these things. They are excellent
structures as long as they are set up correctly. Therefore, do yourself a favour and ensure you
receive the best advice and set up all the structures and finance approval BEFORE you start looking
to purchase a property. Of course, ProSolution Debt Advisory can help you do this.

How to maximise your tax deductions

The key to maximising tax benefits is in good advice and good record keeping. In terms of advice,
you should always share your entire plans with your financial adviser and accountant. Even though
you might think what you’re planning to do or spend will not have tax consequences, there might
be certain things you can do to maximise your tax benefits or future opportunities. As the saying
goes; you don’t know what you don’t know until you know it.

Knowing when to arrange things like depreciation reports, when it’s best to complete property
repairs, what upfront purchasing costs are deductible, writing off loan fees and the like can be
invaluable. For example, if you own an investment property interstate, you might be able to claim a
portion of the cost of travel and accommodation to inspect and maintain that property. Claiming a
tax deduction for your holiday sounds pretty good doesn’t it? It’s these kinds of tips you should be
getting from your accountant or financial adviser.

Record keeping is very important. You must religiously keep receipts of all expenses to ensure you
have the correct support for claiming deductions. Also, including some notes at the time of incurring
the expense would be very useful. That way, you won’t be left guessing what certain receipts relate
to and why they are deductible. All receipts should be kept for 5 years.

Below, | have provided some examples of some potential (and some unusual) tax deductions
investors might be able to claim:

= |nternet access fees — used for research and communication in relation to property investments.

= iPod - used for professional development materials, for background music or even to store
photos of properties.

® |nvestment magazines — used for research and to keep up-to-date with any changes.

=  Paying your spouse — to assist with management of the properties, research and the like.

= Gift vouchers — for all employees (spouse) at less than $300 per time.

= Home office — if a certain area of your house (e.g. a study) is used to manage your property
investments. You can claim a percentage of utilities, telephone and the like. You would normally
apportion these expenses based on a floor area basis and time basis.

Using a loan to pay for all property expenses might also maximise your flexibility and future
deductions. For example, assume you need to complete repairs to your investment property costing
$1,000. Most property managers would normally deduct these expenses from the rental income.
However, instead, you could use a loan to pay for the expenses and put the $1,000 of rental income
in a linked offset account. The benefit of this is that you won’t incur any interest (as the loan is
offset) but you will be able to access the $1,000 of rental income (from the offset) and use it to pay
for non-tax deductible expenses (like the weekly groceries). This is a lot more tax effective.
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Tax planning

Interest only offset

An interest only offset is a type of mortgage product. In fact, it is really two products that are linked
together. It involves establishing an everyday transaction account (often referred to as the offset
account) and a loan account. This is probably best explained using an example. Assume an investor
has a $300,000 investment loan and $20,000 of cash savings. This investor could establish an offset
account and link it to the $300,000 loan. He would then deposit the cash in the offset. This means
the bank would calculate interest on the net amount being $280,000 (essentially any cash in the
offset offsets the loan balance when the bank calculates interest). This is generally available to all
ownership structures except for SMSF’s.

What's the benefit of an offset? Let’s again consider the example where the borrower has a
$300,000 loan and $20,000 of cash savings. If they have an offset account linked to an interest only
loan, they can deposit that $20,000 in the offset account and because their loan is interest only,
their repayments will be calculated on the net balance of the amount in the offset and the amount
in the loan, so interest repayments would be calculated on the $280,000. Although this is one
obvious bonus, the underlying benefit is that their loan balance never changes from the original
$300,000. So the borrower can withdraw that $20,000 out of the offset again at the end of the year
to spend on his holiday without altering his ability to claim a deduction on the $300,000 loan
balance. The tax deductible loan balance is therefore preserved.

Investment Loan Offset Account
($300,000) $20,000

Offset is linked to the investment loan so interest is calculated on the net daily balance of $280,000. However,
the tax deductible loan principal is preserved at $300,000.

In this respect, an interest only offset account is a highly beneficial product from a tax planning
perspective, particularly if you have a lot of cash to contribute to an investment property. For
instance, even though you might have enough cash to pay for 50% of the purchase price, you will
potentially be better off borrowing 80% (the maximum you can generally borrow without mortgage
insurance) and then placing your remaining cash in an offset account. In this way, you will still end
up only paying interest on 50% of the property’s value, but the difference is that you’ve crystallized a
higher tax deductible loan.

Add to this the bonus that if you ever need to pull extra cash out of the offset to use for a non-
deductible purpose in the future, you can do so in a more tax effective manner. Sure, you would be
charged interest on a further $20,000, as this amount would no longer be offsetting your loan
account, but the important thing is that you will preserve that lump sum tax deductible loan
amount. On the other hand, if you contributed all of the cash you had into the property initially and
then perhaps had an emergency where you needed to access say $20,000, the only way to do that
would be to borrow that $20,000 back, essentially creating new non-deductible debt.

Another instance where an interest only offset can be of benefit is if you are going to purchase and
occupy a property in the short term, but intend to hold it as a long term investment. For example,
you might buy your first home, live in it for a couple of years and then decide to retain it as an
investment property. In this scenario, if you have an interest only offset and want to reduce your
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non-deductible debt as much as possible when you move in (always a good strategy), all you need to
do is accumulate any savings (that you’d otherwise repay) in the offset account, instead of repaying
the loan. This means you would minimise the interest you have to repay on your loan, whilst still
preserving the deductible balance for the future. So in two years when you decide to move out of
the property and upgrade, you can take whatever cash you have accumulated in your offset account
over that period and use it towards your next home purchase, then claim a higher deduction for
your existing property which is now an investment. The flipside is if you didn’t do this and repaid
your loan instead, that money is essentially gone and you can only claim the remaining balance of
that deductible debt. The result is an uglier split of deductible and non-deductible debt.

In this sense, interest only offsets are a brilliant solution for many would-be investors and do indeed
offer the best of both worlds... something to seriously consider when setting up your finances for the
future!

Eliminating your home loan

Most peoples’ goal is to repay their home loan (i.e. non-deductible debt) as soon as possible — or at
least it should be. One of the physiological downsides to investing in property is that it is a drain on
cash flow (because the rental income is often insufficient to meet interest payments and property
expenses). That is, you need to allocate some cash flow to finance investment property holding costs
instead of repaying your home loan. Consequently, some people defer investing until they have
repaid their home loan (which is wrong because analysis shows that the sooner you commence
investing, the better off you’ll be, even if it means taking longer to repay your home loan).

One solution to this issue is a loan structure which we refer to as “debt recycling”. Essentially, this
structure involves using a line of credit mortgage to fund the negative cash flow a property produces
(instead of your income). In fact, taking this one step further, you could use a line of credit to fund all
the investment interest cost and use all your income and rental income to repay your home loan as
fast as possible. Intuitively, many people feel this is risky. It’s not really, as your overall debt doesn’t
really change, nor do your repayments. Instead of allocating repayments into two loans, all the
repayments go into one loan.

Financial comparison

Let’s look at the numbers. | considered the following example:

Home loan $350,000

Line of credit (investment loan) $475,000

Annual salary $150,000 p.a. gross
Rental income $310 per week
Dependants Wife and two children
Living expenses $3,100 per month

| assessed two scenarios:

1. The borrower made interest only repayments on the line of credit and used all his remaining
surplus cash to repay the home loan. This would be the most common arrangement. This is
similar to the first diagram on the previous page.
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Before debt recycling (scenario 1)

Repay $2,000 per month Contribute $1,000 + rental
income per month
Home Loan Investment Loan

2. The borrowers used all after tax income (rental and salary) to repay his home loan. The
borrower made no repayments into the line of credit. In fact, he used the line of credit to pay for
the investment property expenses as well. Once the home loan is repaid in full, he starts to
make repayments on the line of credit. This is similar to the second diagram on the previous

page.

After debt recycling (scenario 2)

Repay $2,000 +$1,000 + Repayments are met using a
rental income per month line of credit
Home Loan Investment Loan

Scenario two was the winner and resulted in the borrower paying $65,882 less in interest, (because
they had more after tax money to repay the home loan). In scenario two, the borrower repaid his
home loan in 52 months (4 years and 4 months) and then repaid his line of credit in 8 years and 6
months. Therefore, both loans were fully repaid in less than 13 years with a total interest cost of
$493,000.

In scenario one, it took the borrower 8 years to repay the home loan and then a little over 7 years to
repay the investment loan. All up, it took this borrower 15 years and 3 months to repay both loans
with a total interest cost of $559,000. Therefore, the borrower in scenario two saved over $66,000 in
interest and repaid both loans 2 years and 2 months quicker than in scenario one.

Risks

This structure is not without risk. First and foremost, borrowers that implement this structure must
be disciplined with their money management. This structure is only really worthwhile as long as you
are directing the income you would have otherwise used to fund investment property holding costs
into reducing your home loan. If you are not doing this, it’s not an effective structure. The second
risk is ensuring this structure meets with the ATO guidelines. Many people (including accountants)
think interest incurred on unpaid interest (often referred to as interest capitalisation) is not
deductible. This is incorrect and something that has been confirmed in December 2008 by the ATO
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(refer to Tax Determination 2008/27). Essentially, there are two critical things you must ensure are

correct:

1. The dominant purpose of this arrangement must not be to obtain a tax benefit. Referring to the
initial discussion, a valid reason for implementation of this structure is one spouse’s preference
to retire non-deductible debt before commencing investing. A compromise might be reached by
implementing a debt recycling structure.

2. The loans must be structured correctly using the correct products that meet with ATO guidance
and Tax Rulings.

It is essential that you receive independent financial and tax advice prior to implementing this
structure to ensure it is appropriate for your circumstances.

Land tax

Land tax is insidious in that it’s an expense that tends to creep up on property investors at a time
when they don’t need it —in retirement (i.e. land tax can be one of the largest expenses by the time
you reach retirement). However, the decision you make when you first purchase investment
properties will impact on land tax outcomes well into the future. If you plan to be a serious long
term investor, you'll need to consider land tax issues now.

Land tax is levied on the land value of your investments (the land value is often recorded on the
Council rates notices). Your primary place of residence is exempt from loan tax (only applies to non
owner-occupier properties). Some States have a tiered land tax rate structure and sometimes offer a
threshold (i.e. if land value is under the threshold, no land tax is payable). Some States charge a
higher rate of land tax for properties held in trusts.

Consider an example of an investor who holds three good quality investment properties in NSW. We
have assumed that the land component of these properties equates to 50% of their value.
Remember, land value is critical. It is land that appreciates over time. Buildings depreciate over time.
Therefore, when investing, your aim should be to maximise the land value component of the
purchase price. Anyway, back to the land tax issues. In 30 years, the investor’s land tax bill will be
$85,000 per annum, which reduces the property portfolios after tax income by 25%! | am sure you'll
agree that is a pretty considerable expense. | have assumed land tax brackets will be increased in
line with inflation (but that’s not always the case as State governments love to make money!).

It is important to point out that you shouldn’t structure your investments solely to minimise land
tax. Howeuver, it is just another issue (of many) to consider. There are quite a few strategies we can
draw upon to manage future land tax issues. Spreading ownership of properties amongst different
people and entities can minimise the land tax payable. Also, owning properties in different States
can help (as well as giving you some diversification). In fact, using the above example, if | change the
ownership structure of the investor’s properties and move one property interstate (Victoria), the
investor’s land tax bill reduces to $59,000 per annum (from $85,000) saving $26,000 per year (which
equates to over $12,000 in today’s dollars —i.e. accounting for inflation). This is why it is so
important to have an integrated and long term approach when developing an ownership structure.
Making better informed decisions today could save you significantly more than $12,000 per annum.
It's that simple!
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Your next step

Hopefully, this special report has demonstrated how important tax and ownership structure is when
investing in property. Getting the right advice from the start is critical and can be worth many
hundreds of thousands of dollars.

There are two key services we can offer you in this regard:

1. We can develop a Global Investment Strategy or Investment Property Strategy tailored to meet
your personal and financial goals. This strategy will determine how many investment properties
you should purchase, over what time frame, what ownership structures, guidance on location
and type of property, a detailed analysis of all your risks and how to manage them as well as
many other financial planning, tax planning and estate planning matters. We include very
detailed financial projections (cash flow and net worth) over a 30 year period. We charge a fixed
flat fee for the preparation of this advice which we will determine once we gain a better
understanding of your situation and the time involved. Please contact Justine Hendry, Senior
Wealth Advisor (ProSolution Wealth Advisory) to discuss this service.

2. We can review any existing mortgage structures and provide you with advice in respect to your
future financing needs. In this regard, we will consider loan structuring issues that affect risk
management, flexibility and tax planning as well as considering your overall cost (rates and fees).
Please contact Jodi McKeown, Senior Analyst (ProSolution Debt Advisory) to discuss your needs.

We would welcome the opportunity to have a complimentary meeting with you where we can
discuss these services with you in more detail. You can contact us on 1300 880 224 or via our

website at www.prosolution.com.au. Our offices are based in Melbourne, but we have many clients
located all over Australia and the world.
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Resources

The following resources were used to fact check information in this report:

®  Trust Magic by Dale Gutherum-Goss

= Booklets written by Julia Hartman — www.bantacs.com.au
®  The Taxpayers Guide published by Wrightbooks

" ATO website

Disclaimer

This report is published solely for informational purposes. This report has been prepared without taking account of the
objectives, financial situation or needs of any specific person who may receive this report. Any such person should, before
acting on the information in this report, consider the appropriateness of the information, having regard to the specific
person’s objectives, financial situation and needs and, if necessary, seek appropriate professional or financial advice. We
believe that the information in this report is correct and any opinions, conclusions or recommendations are reasonably
held or made, based on the information available at the time of its compilation, but no representation or warranty, either
expressed or implied, is made or provided as to accuracy, reliability or completeness of any statement made in this report.
Any opinions, conclusions or recommendations set forth in this research report are subject to change without notice. We
do not accept any liability for any loss or damage arising out of the use of all or any part of this report. Past performance is
not a reliable indicator of future performance.
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