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Negative Gearing - Flavour Of The Month?

Buying and negatively gearing an investment property is a well established practice in this country with approximately 30%
of residential properties now owned by investors. Many of our clients have successfully grown their wealth using this long
term, tax effective strategy but we have also seen some financial disasters.

If you have been reading the press lately you would have seen some bold predictions about future property values on the
back of relatively low interest rates, a shortage of affordable housing and rental increases. Despite the threat of higher
borrowing costs, groups like QBE LMI predict property prices in Melbourne will grow by 19% over the next three years.

Property research company, BIS Shrapnel, tell us that house prices have risen by an average of 9.4% a year since 1966 when
a house could be bought for just $9,350! The median Melbourne house price is now more than $480,000 and BIS Shrapnel
forecast this will rise to a staggering $1,056,199 in 2021. Given these facts could it be time to buy an investment property
and what are the tax implications?

Clearly, buying an investment property is a significant financial commitment that should be thoroughly researched,
carefully planned and most importantly, it must be financially sound. As your accountants, we see our role as helping you
understand the tax and cashflow implications of this popular strategy. Many clients think they can’t afford to buy an
investment property (or an additional one) so let’s compare the cost of owning a 20 year old flat or unit (costing $400,000)
against purchasing an inner city ‘off the plan’ apartment for the same price.

This comparison is purely for illustrative purposes and should not be interpreted as a recommendation to buy any particular
type of property. We have made a number of assumptions in producing this table including:

The cost of both properties in Victoria is $400,000

You borrow the full purchase price including stamp duty, conveyancing and legal costs
The interest only loan is at the rate of 7%

Rental income from the ‘off the plan’ property will be slightly higher ($385 vs $340)

Depreciation on furniture and fittings in year one for the ‘off the plan’ property will be $5,000 while the
depreciation deduction would be negligible for the established property because of the age and value of the fittings

e Construction costs for the off the plan property are $220,000 giving an annual building allowance claim of $5,500
e Your marginal tax rate is 31.5% (taxable income between $35,001 and $80,000 at 2009/10 rates)

Given these facts we have prepared a comparative ‘profit and loss’ report and note the following points of difference:

1. Stamp Duty Savings apply because buying ‘off the plan’ means you only pay stamp duty on what is ‘established’ at the
time of purchase. In the example below you will save $18,272.

2. These stamp duty savings mean you borrow $18,272 less to fund the ‘off the plan’ apartment. As a consequence, your
annual interest expense is $1279 less than buying the established property

3. Depreciation (wear and tear) on fixtures and fittings in the ‘off the plan’ property would be substantial and it is a
‘non-cash’ expense that does not involve the payment of any funds

4, Building Allowance is another ‘non-cash’ expense that lets you write off the construction costs of the building.
Generally speaking, a residential investment property built after 18th July, 1985 can be depreciated at 2.5% per annum

Seasons Greetings

It has been a very challenging year for many business owners and may we take this opportunity to wish
you and your family a Merry Christmas, Happy New Year and a Prosperous 2010.

The greatest compliment we receive from our clients is the referral of their friends,

family and small business colleagues. Thank you for your trust.
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The financial analysis of the two properties indicates some significant differences. The after tax cost of owning the ‘off
the plan’ apartment in year one is forecast to be only $6487 or $125 per week. The established property is forecast to cost
you $12,583 or $241 per week.

ESTABLISHED PROPERTY Established Apartment Off The Plan

VS OFF THE PLAN - 20 Years Old - New Apartment
Purchase Price $400,000 $400,000

Vic Government Stamp Duty 20,272 2,000

Legal & Conveyancing Costs 1,200 1,200

Other Costs 2,500 2,500

Total Purchase Costs $423,972 $405,700

CASHFLOW (Pre-Tax)

Rental Income $17,680 $ 20,020
Expenses

Council Rates S 900 900

Water Rates (excl. consumption) 550 350

Body Corporate Fees 2,500 2,000

Landlord Insurance 300 300

Agents Management Fee (7% of Rent) 1,361 1,542

Letting Fees (1.5 weeks rent + $250) 760 828

Mortgage Interest @ 7% 29,678 28,399

Total Expenses $36,049 $34,319
Pre-Tax Cash Flow (Deficiency) ($18369) (514,299)
NON-CASH DEDUCTIONS

Depreciation on Fixtures & Fittings 0 5,000
Building Allowance 2.5% x $ 0 5,500
Taxable (Tax Loss) ($18,369) (544,819)
Tax Benefit at 31.5% Tax Rate 5,786 7,812
Pre Tax Cashflow Surplus (Deficiency) $(18,369) $(14,299)
Annual After Tax Cost - Year 1 $12,583 S 6,487
Cost Per Week S 241 $ 125

This case study was designed to highlight the affordability of a negatively geared property and the impact of the ‘non
cash’ deductions for depreciation and building allowance. In no way does it imply that an ’off the plan’ property is a
better investment than an established property. We stress the importance of the property's capital growth to the overall
wealth creation strategy. If you are thinking of buying an investment property we urge you to consult with our office
before you commit to the purchase.

Last Chance For Bonus Tax Break

The ‘Small Business Tax Break’ offers businesses (with a turnover of less than $2m) the opportunity to claim a bonus 50%
tax deduction on the purchase of eligible assets bought by 31 December 2009.

The business tax break is a ‘one off’ extra tax deduction available on new, tangible, depreciating assets plus
improvements or additions you make to existing assets. It includes motor vehicles (conditions apply), plant & equipment
plus computers but excludes software, land and trading stock.

To qualify for the 50% tax break, you must:

« be a small business with an annual turnover of less than $2 million

« buy an eligible asset between 13 December 2008 and 31 December 2009

« the asset must meet the $1,000 minimum threshold (exclusive of GST)

« use, install or improve the asset by 31 December 2010

« use the asset principally in Australia and principally for business, and

« be eligible for a depreciation deduction under section 40-25 of the ITAA (1997)

Please consult with us regarding your eligibility for the tax break. If you are planning to finance the asset purchase please
talk to us regarding the finance options before you commit to the purchase. In addition, you need to act quickly because
we understand the financiers will close their books in the third week of December due to the likely flood of finance
applications due to the tax break and the Christmas period.

IMPORTANT DISCLAIMER: This newsletter is issued as a guide to clients and for their private information. This newsletter does not constitute
advice. Clients should not act solely on the basis of the material contained in this newsletter. Items herein are general comments only and do
not convey advice per se. Also changes in legislation may occur quickly. We therefore recommend that our formal advice be sought before
acting in any of these areas.



