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“I dedicate this book to my late parents Brian and Mary for always
instilling in me the belief that I could do anything or be anyone I
wanted if I put my mind to it, and to my supportive husband Brian
and my beautiful children Justin, Samantha and Luke.”

Disclaimer
This guide is not intended to be a text on the legal and financial
aspects of tax and real estate and should not be relied on as such.
No book that is 200 pages or so long can possibly try to set out
Australia’s tax laws in detail. The Tax Act itself runs to more than a
million words and is supported by thousands of rulings and
statements from the Tax Office.
Whilst every care has been taken in the preparation of this guide,
the publisher will not accept any responsibility or liability for any
error however caused, whether by negligence or otherwise in the
information contained in it. Readers are urged to seek relevant
advice from appropriately qualified professionals for their
individual needs.
All figures and statistics recorded in the book are accurate at the
time of publishing, however may be subject to change. What we
are trying to do, is to acquaint you with the basic thrust of our
taxation laws as they apply to real estate investors. If you have an
idea of what you must do, and what you can and can’t do, you are
simply in a much better position when investing, and you will get
better results from your taxation professionals.
So keep in mind that many of the statements are only a general
guide. If you need specific advice on a specific transaction or
event, go see an accountant or tax agent.
Please note: The 2015 Australian Federal Budget had some
changes that may affect the some of the figures presented in this
ebook. Please seek professional financial or tax advice where
necessary.

Chapter 1
Be tax smart, not tax ignorant
Being tax smart, saves you money
Being tax ignorant, costs you money
For many Australians, the word taxation sends bolts of either fear
or outrage running through their bodies. It's a simple fact
however, that without some form of community collections
process, any civilised society would not be able to build or
maintain the infrastructure necessary to support civilised living.
By this, I mean it is the taxation system which pays for roads,
schools, hospitals, defence and all common community facilities.
I do agree however, that our current taxation system is
cumbersome, archaic, Draconian, unfair and downright confusing.
I have very strong beliefs as to what reforms should be
undertaken to our taxation system which would simplify it
enormously, do away with a lot of red tape and bureaucracy, as
well as the need for many accountancy offices, but that’s a whole
other story.
Over the last two hundred years taxation has become the norm, an
accepted fact of life. The first tax introduced in Australia was an
import duty which was imposed to raise money to build a gaol and
an orphanage in Sydney in 1805. In fact, when you look up the
history books, you will find the taxes levied for most of the 1800’s
in Australia were mainly death duties, land taxes and liquor and
tobacco taxes. This gives you a little of an insight into what was of
greatest concern back then!
It’s actually interesting to relate what was happening in our
Australian history to the actions, or should I say ‘re-actions’, of the
Government of the time, to the types of taxes they decided to
impose. For instance, in the 1800’s, the nation was getting
established, and the main form of taxing came from ownership of

land in the form of Land Tax. Then, I guess, because they figured
there would be less complaint, Death Duty was imposed on the
assets you owned when you died.
Then, when the economy seemed to be having a bit of an upward
surge due to the large production and sale of liquor and tobacco,
what happens? “Oh, I think we should have a liquor and tobacco
tax.” A Liquor Tax of 10 shillings a gallon was introduced.
As gold started to become the big wealth creation strategy in the
mid 1800’s, what do the powers that be decide? “The peasants are
getting a bit too rich, we should introduce a gold tax”. Then, as
our early entrepreneurs started to implement manufactured
growth strategies such as subdividing and selling off parcels of
their land, you guessed it, a Land Tax on subdivisions was
introduced in 1877.
Tasmania was the first state to introduce an Income Tax in 1880,
with other states following suit over the next 20 years. However,
it wasn’t until 1915 that a national Income Tax was constituted
and the Tax Office was renamed from the Land Tax Office to the
Australian Taxation Office (ATO). That was less than one hundred
years ago.
In 1916, the government of the day obviously thought the post
World War I population was having far too much fun when it
introduced an entertainment tax! Then in 1918 a 1/2d
(halfpenny) war tax was levied on postage stamps but was then
repealed in 1920, but the increase in postage remained. By 1930,
the first Sales Tax was introduced at 2.5% to offset the fall in
customs revenues.
1941 saw the introduction of a war tax on payroll (Payroll Tax) to
pay for child endowment. However, with the stress of World War
II taking its toll and many of our diggers not returning from
fighting abroad, much of their property and assets were

transferred to family and loved ones before they headed off to
war. So of course the Government was missing out on its precious
Death Duty – can’t have that now can we? You guessed it; in 1941
a Gift Tax was legislated.
In 1944, the end of the war saw returned soldiers coming back to
Australia and either entering business or working for Government
and private companies, so a uniform pay as you earn or PAYE
(now known as PAYG or Pay As You Go) was introduced. So that
business owners didn’t escape the tax detector, a provisional tax
was also introduced. This fitted in nicely, as the onus to collect the
tax was placed on the employer and not the dreaded tax collector.
You can see what was happening over all these years – it’s like
having a spoilt child. If you let them get away with something
once, they just keep pushing the boundaries further and further
until something snaps. As a nation, we have been conditioned to
accept the tax regime and our complacency is to blame.
When I teach real estate wealth creation strategies, I call it the
‘comfy couch syndrome’ and believe me, it is a very dangerous
place to be. Inaction, indecision and complacency are threatening
the future of our life in Australia as we know it.
The years roll by, each government, regardless of political
persuasion, adding their own set of additional taxes, changes and
complications. 1984 to 1986 were big years with the introduction
of the Medicare Levy (just a new name for the same old tax),
Capital Gains Taxes and Fringe Benefit Taxes.
With Income Taxes being at saturation point, we then got really
ingenious and implemented another tax called the ‘Goods and
Services Tax’ (GST) in 2000 to celebrate the new millennium and
once again the onus of collection fell in the hands of the business
owners. It was supposed to be a trade off against the abolition of
all other incidental taxes like Stamp Duty, Land Tax and Sales Tax,

but one woman’s complaining about GST on milk and bread left us
with most of the incidental taxes remaining like Stamp Duty and
Land Tax – but no GST on milk and bread! Ironic don’t you think?
Of course, the latest industries to be targeted are the mining
industry and carbon emissions industries. Whenever something
becomes popular or profitable, it becomes the target for a new
“must have” tax. Yet again history repeats itself.
Is it interesting though, to see just how much over the years, we
have allowed our Governments to tamper with the tax system and
it is ‘us’, the voting majority, who are responsible for allowing
Australia to become one of the most highly taxed countries in the
Western world. Our tax system has become a pawn for electoral
manipulation, treasury power plays, and to alleviate the boredom
of government bureaucrats; “Let’s see how much we can mess
around with the superannuation laws this week!”
Perhaps I am being a little cynical. However, it is ridiculous to the
point of being comical, when you look at the tax laws and all the
budget changes that have taken place over the years, and how this
has affected tax law and made inconspicuous dates like 19
September 1985 so important. That was the date Capital Gains
Tax was introduced and anything purchased before that date is
exempt from Capital Gains Tax and anything purchased after that
date is now subject to tax on the profit when sold. Don’t even get
me started on all the dates for superannuation or depreciation!
Regardless of your political views or knowledge of our taxation
system, you must agree that some form of taxing, whether income
or consumer based, needs to be in place to pay for all the common
infrastructure and social support mechanisms that we enjoy as
part of our everyday life. As individuals, we have to deal with the
laws of the land as they are legislated at this point in time. So as
intelligent, astute taxpayers, it is our responsibility to learn as

much as we possibly can about what we can and can’t do, so that
we can maximise our ‘after tax’ profits.
That means learning the legal loopholes and strategies that can
literally save you thousands of dollars in wasted, unnecessary
taxes.
Being tax smart can dramatically increase your investment
returns. How many times have you wished you knew something
about a law or tax model before you took action on a particular
deal or investment?
The purpose of this book is to alert you to the potential pitfalls, as
well as your potential tax procedures, to increase your bottom line
returns, resulting from the tax phenomenon. Obviously, tax
changes occur over time and even though at the time of writing,
the facts and suggestions included in this book are accurate changes in legislation may have altered, and this may affect your
outcome. Additionally, your particular situation may require a
slightly different strategy to maximise your desired outcome. This
is why I always highly recommend you discuss your situation with
an accountant who specialises in accounting for property
investors, and who can assist you with your particular needs.
Why is real estate so tax efficient?
When you compare real estate investing with other forms of
investment, it certainly holds its own on the tax efficiency stakes.
Even against some of the more recognised tax schemes, when you
look at the end result, including income growth after tax, I believe
real estate is still the overall winner.
Let’s have a quick look at some of these.
Tax efficiency ranking
Real Estate versus Cash?

Clearly here, there isn’t even any competition. Real estate wins
every time. The deductibility of related expenses, including
interest on borrowings, is the same for both investment types.
However, the benefit of being able to claim a tax-deduction for the
depreciating value of building, fixtures and fittings, even after
claw backs on sale, still puts real estate streets above any cash
competitor.
Real Estate versus Shares?
This is a more controversial one. The stock market lovers will
argue that the higher potential growth in the stock market will
outweigh the small additional benefit of having part of your
income tax-free, as a result of depreciation deductions. The real
estate enthusiasts on the other hand, will argue the income
returns are higher and the growth returns are comparable
without the degree of risk the stock market poses, and the tax
efficiency of the depreciation deductions far outweigh any
franking tax credit benefits. As an accountant and economist, I can
see both sides, but as an avid real estate investor I am definitely
biased.
Real Estate versus Business?
This question is more a question of how long is a piece of string.
Business is such a wide category and covers everything from the
corner store, network marketing businesses and internet
businesses to multi-national corporations. In general, businesses
certainly do have the capacity to be very tax efficient when
structured correctly – but that’s a topic for another time.
Real Estate versus Special Tax Schemes?
I thought I should touch on the multitude of tax based investments
and schemes that are promoted every year around the end of the
financial year. They range in nature from forestry to fish farms, to
share warrants, and many others. The basic concept is that
taxpayers usually borrow to invest, using their home as security,

pay a year’s interest upfront, and claim a tax-deduction in that
year directly against their other income.
Over the ensuing years, they usually cost in ongoing fees and
interest which is tax-deductible with a vain hope that a profit will
be made at some point in time in the future. The trouble is most
never make a profit in the future.
Check out the Australian Security and Investment Commission’s
website for a more comprehensive discussion:
www.moneysmart.gov.au
I believe even the legitimate ones don’t stack up to the income,
growth and tax effectiveness of real estate, particularly when you
take into account the benefits of using leverage to compound your
result. But remember – I’m biased!
Real estate is up there as one of the most tax efficient investments,
so what else do we need to know about being an efficient real
estate investor?
The first thing is to get your head around working with the Tax
Office, regardless of whether you agree with the law or not.
Make the tax man your business partner!
If you think of the Tax Office as your business partner - and yes, I
know that may sound absurd to some of you - and the tax law as
the terms and conditions of the partnership agreement, then
paying tax is nothing more than the distribution of profits in
accordance with your partnership agreement. A novel concept
don’t you think?
The tax man is also your business finance partner if you own a
business or property. The tax man allows you to use all the
income you collect for a period of time, usually anywhere from

three months to up to eighteen months, without requiring his/her
share of profits. This is a form of interest-free financing.
Now that we have recognised the tax man as a friendly and not a
hostile enemy, it is easier for us to deal with maximising
legitimate deductions which are integral to the investment or
business we are running, and increase the bottom-line profits and
the long-term benefit of all parties concerned. Effectively, you are
profit sharing with the Tax Office. The more skilled and
knowledgeable you are on the tax laws, the less your profit
sharing arrangement with the tax man is likely to be.
So how does this work?
Exclude, Deduct, Defer and Convert
These are the four key concepts in tax planning, that reduce the
profit sharing agreement you have with your new business
partner and financier - that is, the Tax Office.
Exclude
Profits made on certain assets are exempt from Income Tax and
Capital Gains Tax. In New Zealand, these types of assets include
most real estate. In Australia, it is limited to your home or
‘principal place of residence’ (PPR). Maximising capital growth on
your principal place of residence is a great way to gain wealth
without having to pay tax.
Deduct
Learn the art of thinking like a business owner. Running your
activities like a business can slash thousands of dollars off your
profit share arrangement or tax bill. Many expenses are costs that
we would incur in our everyday living and investing, but may well
be tax-deductible if we can relate the expenditure to the income
being earned.
Defer

Laws exist to allow you to postpone or defer your tax or profit
sharing arrangement until a later date. In this way, the Tax Office
is acting as a financier to you until you decide to sell your
property, at which time an adjustment is made for the previous
year's tax credits. This phenomenon is called depreciation.
It is a tax-deduction for not spending any money. It is a taxdeduction for the estimated decrease in value of part or all of the
real estate purchase.
Convert
This is the process of having profits counted as capital profits, and
therefore taxed concessionally, rather than income profits where
the Tax Office shares in the profits at a much greater percentage.

Chapter 2
Turn your lifestyle into a business
Make your lifestyle tax-deductible
The true secret of saving money on your tax bill, is being able to
deduct expenditure that you have incurred anyway, before you
pay your tax. It’s a simple little formula, but it can mean big dollars
in tax savings if you structure yourself for tax savings.
Step One:
Step Two:
Step Three:

Earn your income
Pay your expenses
Pay tax on the balance

Unfortunately, there are too many taxpayers – namely those who
work for someone else (a boss), who pay tax this way.
• Earn income
• Pay tax
• Pay expenses out of balance
When you start to turn your lifestyle into a business, you are
converting what would have previously been non-deductible
expenditure paid out of after-tax dollars, into tax-deductible
expenditure paid out of pre-tax dollars. Let me give you some
examples to show you how this works:Example:
A friend of mine worked in a government job and longed to own a
boat; not just a boat but a catamaran. He could never justify such a
big expense to either himself or his wife, until he started to do some
calculations on what would happen if he turned the purchase into a
business.

By making the boat a business asset and putting it to work to earn
income by hiring the boat out to charter with a recognised boat
charter company, it meant all his expenses relating to the boat
including interest on the loan, insurance, repairs and travel to
conduct maintenance checks and repairs, were now tax-deductible
against the income earned from chartering the boat.
Of course, he needed to keep track of the amount of time he spent
using the boat himself for private purposes and that percentage of
the total expenses would not be tax-deductible. So if he used the
boat two months of the year himself for holidaying etc. then two
twelfths or one sixth of the total expenses he would not be able to
claim. He was going to buy a boat anyway – this way the income it
earns helps him pay for it and he can claim the expenses as a taxdeduction.
The laws on having boats and aeroplanes as businesses has changed
over the years so make sure you check the current tax rules before
rushing out and buying either.
While my mate was fixated on a boat – it could just as easily have
been a holiday apartment, luxury car, aeroplane or rural property.
What you are actually doing, is converting a lifestyle choice into a
business decision.
Example:
Having grown up on a cattle property, my love for the land has
always been very strong, so I put my money where my mouth was,
when an opportunity came up to buy my 54 acre piece of paradise. I
call it my toy farm because it is a lot smaller than the properties I
grew up on.
Whilst I wanted to have the lifestyle, I knew how much work even a
toy farm would be. For this reason, initially I set it up to be

commercially viable, so that I could have the lifestyle I wanted
without the work. I set up a commercially viable hydroponics
operation growing predominantly lettuces. The income from the
farm was sufficient to pay for a fulltime farm manager to maintain
the property and keep it looking beautiful.
My motives were not purely financially driven, but also lifestyle
driven. Having said that, not only did the commercially viable
hydroponics operation mean I got my farm maintained for free from
a tax perspective, it also had a flow on effect in terms of cars and
machinery which then also become a business expense, and
therefore tax-deductible.
Another example:
If somebody liked doing craft and that was their passion, a perfect
example of making their lifestyle tax-deductible is to make their
craft profitable. I have lots of clients doing exactly that, whether it
be craft, painting, scrapbooking, or any other hobby that is their
love. So why not make the expenditure that you would have had
anyway, tax-deductible or even better than that, make it
profitable.
Some obvious ways to do exactly that are to set up an avenue to
sell your finished product. The more traditional ways of doing that
would be the local craft market, CWA drives, or even offer them to
retailers to onsell. However, with the advance of modern
technology, the profitability of a home-based business can be
taken to a whole other level.
Example:
One of my clients had a passion for craft; scrapbooking, patchwork
and generally making pretty things.

She set up her own website through one of the free web providers,
took some pictures of her work, and loaded them onto her website.
She set up a blog page and showed views of how the finished items
were actually made. The idea took off and now she has a thriving
home-based business, that is not only profitable, but all the things
that she used to spend money on anyway, are now tax-deductible.
If we take all of this to another level, once you have a profitable
endeavour running from a premises, it also means that home
office expenses become deductible. This could mean that a
percentage of your mortgage interest, electricity and rates could
all be tax-deductible.
The downside of claiming these expenses is that when you sell
your home, a percentage of your capital gain, will as a
consequence, be taxable (See Chapter 11 on Capital Gains Tax).
Example:
My sister is in a similar situation. She is a teacher, but her real
passion through all these years is painting. After an illness and some
major life changes, she made the conscious decision to follow her
passion.
Initially she went through the rollercoaster ride, as many artisans
do, of wondering if anyone will actually like what she creates. So she
put some of her paintings up for sale on the internet on ‘eBay’ and
bingo, people want them and are prepared to pay for them.
Her passion is ‘yard art’, painting pictures for the outdoors and
multi-media paintings for the indoors. She now has her own website
and blog page and as a result, gets to buy her paint, canvas, brushes
and any other ancillary items out of pre-tax dollars.

As you can see, by setting up profit centres around your lifestyle
decisions, you can not only have the lifestyle you want, but make
your lifestyle tax-deductible at the same time. Turning your
lifestyle decision into a business, a commercially viable business,
gives your endeavours longevity and sustainability.
I remember advising a would-be charity organisation about this
concept, and their retort was that they had very large pockets and
didn’t need to make a profit. My response was clear: “No matter
how big your pockets are, if you are not topping them up, they will
eventually run dry.”
This concept can be taken further when you consider turning your
passion into an income source and ultimately into your primary
source of income. After all, isn’t that the ultimate? Earning an
income doing what you love? That way it’s not work, and you are
earning money doing it.
There are rules around how much money your need to make and
how much you have invested into the business which affect
whether the Tax Office sees it as a business or meanly a hobby, so
make sure you talk to your accountant about this for your
particular area of interest or passion.
When you add the benefits of earning your income as a business
and being able to earn that income through tax efficient structures
such as discretionary and hybrid trusts, the prospect of following
your passion and actually making a living from it, becomes very
attractive.
I deal with this concept in more detail in the next chapter, and for
even more information about how tax and trusts work and the
best ways to use them for asset protection visit my websites:
www.ILoveRealEstate.tv and www.DymphnaBoholt.com

Treat your property like a business
You need to treat your property investment purchase as you
would a business. It is crucial that you understand this in order to
develop a successful investment portfolio. I am going to propose
two things here:
• every property purchase should be selected on its merits;
• every purchase needs to be a business decision.
In viewing your property as a business, one of the very first things
you need to do is to analyse your goals. What do you want to
achieve over the next few years? What position do you want to be
in, in five years’ time? Having made those very important goals
very clear, you then need to determine the strategies you need to
put in place in order to achieve them.
When you buy your property as a business transaction your
mindset changes. Your logic kicks into gear, and your emotion
takes a back step, which it should. What I have found is that if
someone is buying a business, they’ll recognise, “This is new for
me. I need to talk to my accountant about how to buy this
business and what tax structure to put it in for both asset
protection and taxation reasons.” That approach is normal,
appropriate and wise.
My suggestion is that you approach the purchase of your
investment property and taxation in the same way. For instance,
talk to a suitably qualified accountant that specialises in property
purchases, and in particular, asset protection. Look at the
property on a profit and loss basis.
Believe me, many people have trouble actually working that out.
The structure in which your business is purchased is crucial. The
way ownership of a particular property is held, will affect the
amount of tax that you will pay on a property.

Increase your property income
A profit in a business is what’s left over after expenses are
deducted from income. Well, it’s no different in an investment
property purchase. You have the rental income coming in, minus
expenses such as loan repayments and repairs. This is the area in
your business plan where you consider such things as how you
can increase your rental income and therefore your profit.
When you have a shop or other business, you are constantly
thinking about what else you can do and how you can give better
service, so you can increase your turnover. How much extra
income would you generate by adding a slush-puppy machine, or
a new line of soda? In a rental property, extra income means
catering for your tenants in a better way.
There might be ways in which you can invest a relatively small
amount of money for a relatively larger gain. It is all about valueadding. Just like at McDonald’s: “Do you want fries and a drink
with your order?” For your tenant it might be: “Would airconditioning make you happier, stay longer and pay more rent?”
The extra things you do, and the extra services you provide can
make all the difference to your rental property business, your
bottomline profit and the overall growth of your investment
portfolio. As an astute investor, you would always be considering
ways to increase your property business profit. Here are a few
questions that you might ask about an investment property you
are considering buying, or about a property you already own to
help maximise bottom line profits.
What can I do to make this property more profitable?
• Can I create a storage facility somewhere?
• Can I convert this into a dual income property?
• If I added a carport, would that increase my return?
• Would adding airconditioning make a difference to my
yield?

• How much would airconditioning cost me?
• Should I offer furniture or internet connections?
• How can I make this property more desirable to my
tenants overall and thus be justified in charging more rent?
Every time you put your hand in your pocket to spend money on a
property, you need to ask yourself: “What is my return on that
investment?” In the example following, it is well worth my while
to spend the $700 and get the extra $1,300 per annum return.
Unfortunately, when talking about an investment property, people
tend to draw a blank, or their logical hat gets blown out the
window and they don’t think of their property purchase like a
business purchase.
Example:
I was considering updating one of my rental units recently. It is in a
block of four units and I wanted to bring it on a par with the other
units. The tenant was moving out after 10 years, and the unit was
run down.
Because the block of units is located in a warm climate, I asked the
agent about providing airconditioning and by how much I would be
able to increase the rent if I did install a $700 air-conditioner. The
agent informed me that air-conditioning would increase the rent by
about $25 per week. Multiplying $25 per week by 52 weeks, I
arrived at $1,300. A $1,300 return on a $700 investment. That’s
approximately a 185% return per annum! Needless to say, I
installed an air-conditioning unit!
Reduce your property expenses
When you have a shop, you are also always trying to find ways to
reduce your expenses. I was having a chat recently to a
cabinetmaker who was looking at purchasing a particular
machine, which was fairly expensive. I asked him what he thought

was the added advantage in having this machine. In other words,
how was having this machine going to add value and extra profit
to the business?
For one thing, the cabinetmaker told me, it would save him two
men’s wages per year, because the machine had the capacity to do
what the men were currently doing. In addition, he could then use
those two men to go out and do more installing and other related
tasks, in order to increase the business’s bottom line. In my
opinion, that cabinetmaker made a wise business decision.
It’s exactly the same with your property. Ask yourself, “How can I
reduce my expenses to increase my bottomline?” “Do I need to
spend money in order to save money in the long term?“ “Am I
being inefficient with the expenses on my property, and could
costs be cut without compromising quality?”
Here are some ideas you might like to consider for your new
purchase or existing investment property:
• Negotiate management terms with your managing agent.
Management rates and terms are flexible and the more
competitive the market, the lower the negotiations can go.
Also, the more properties you have in an area, the better the
deal you are likely to be able to negotiate.
• Always pay your rates on time as councils impose a
penalty if you don’t pay your rates by a set date.
• Have your rates reassessed! In some areas, rates are just
automatically increased, and I have known of a number of
cases where asking for a rates assessment review resulted in
the rates bill coming down, even if only marginally.
• Shop around when getting maintenance carried out on
your property. Your agent could be getting complacent

about getting you the best deal on cost of repairs and in
some cases, they may be taking a cut or a referral fee for
giving the work to a particular handyman or contractor.
• Shop around for the right insurance policy. Whilst
premiums vary greatly, the cheapest one may not always be
the best option. Make sure you are adequately covered in
the areas you need cover.
• Consider including some or all of the outgoings on your
rental property in the lease, so the tenant is responsible for
the costs. Whilst this is usually not popular in the residential
market, it is common in the commercial market.
• One of the areas where you can really cut costs is having
the right loan. Over the years I have seen many clients
wasting sometimes hundreds of dollars every month by
having badly structured loans. Cash flow is the life blood of
any business, and your investment property is a business.
Since a correctly structured loan makes such a difference to the
profitability of your real estate investment, I thought we should
focus on some of the more important issues about financing and
structuring your loan.
Getting the right loan
When purchasing a business, you would normally do a substantial
amount of research on what you are able to borrow at any point in
time on that business. You would research the serviceability on
that business. You would research the financing limitations on
that business. Conversely, when people buy investment
properties, they normally just go to their regular banker or broker
and say, “Can I get a loan to buy this property?” However, what is
really sad, is that in most cases, provided the client meets the
bank’s or financier’s criteria, the answer is “Sure, sign here, press
hard - three copies.”

This happens all the time without any consideration for cross
securitisation, cash flow, taxation implication, structure or the
client’s future purchasing intentions or capabilities. A badly
structured loan can really limit your long-term goals.
It is this type of incompetence that encouraged me to set up my
own mortgage brokering franchise, and I encourage you to contact
them for a free financial fitness health check at
www.investorloansnetwork.com.au
Example:
A couple decide they want to buy a positively cash flowed property,
and in their searching, they find a nice little over-50s retirement
duplex and/or unit. Unbeknown to our investing couple, borrowing
on this type of property would probably be restricted to a maximum
of 60% LVR (Loan to Value Ratio). Furthermore, in some cases,
when the units are small – less than 50 square metres, such as hotel
rooms and small bedsits, the borrowing levels could even be lower
or non-existent.
Our couple is equity-rich, but they have been persuaded to buy this
particular property because their friend bought one and everyone
says it is a great idea. Their friendly bank loans officer says there
won’t be a problem with borrowing. What the bank officer is not
telling them is that they will be taking a big chunk of their available
equity in their home in order to buy the property and the two loans
would be cross securitised.
They might be better to not buy that type of property, because it
requires so much of their available equity, thereby limiting their
available equity for future purchases. Also, the bank would have
complete control, with security over both properties! What they
should have done, is take control of their borrowing destiny, and not
have their investment portfolio tied up in the same bank as the

home loan on their existing property. The type of property they
should have selected, because they had limited equity/funds
available for investment from their existing assets, should have been
a property on which they could have borrowed more than 60%.

Chapter 3
Structure for maximum tax efficiency
What do I mean by structuring for maximum tax efficiency?
I mean owning your asset or property in the name of the legal
entity which will pay the least amount of tax, both now and in the
future. Many investors take a very short term view when it comes
to reducing their tax and often only think about how much tax
they will be saving on their next tax return. They should be taking
into account how long they intend to own the property, their
reasons for purchasing the property, and how the purchase fits
into their overall investment goals.
Let me explain further.
The most efficient way to earn income, and pay less tax, is to even
out the family income amongst the adults, and pay the children as
much as they are entitled to as either earned or unearned income.
This means, in an ideal situation, the adults would earn exactly the
same amount, and children able to work (at least part-time after
school and on weekends), would earn an amount proportionate to
their earning capacity. Children too young to work would earn
unearned income of $416. This figure used to be higher when
children could claim the low income offset rebate, however, this
was abolished in mid 2010. Using up the children’s unearned taxfree threshold can be done by either setting up investments such
as term deposits in the children’s name that would earn about that
amount of income for the year, or giving them a distribution from
trust income.
This process is called ‘using the lowest common denominator’.
When the family income comes from a business, utilising the
income distribution process of the lowest common denominator is
relatively easy. Typically, the business would be run through a

family discretionary trust or a hybrid trust with a corporate
trustee (I will explain the rationale for this later), and through a
process of paying wages to family members and distribution of
profits, the family income can be easily evenly distributed. Care of
course must be taken to comply with the personal services
legislation.
The process of evening out the family income is obviously much
harder when the adults in the family earn their income from
salary and wages, where earnings are fixed, and quite often very
disproportionate. Clearly, simple things like putting term deposits
and cash investments in the lower income earner’s name all help
to even out the income. Even investing the family share portfolio
or managed funds in the lower income earner’s name all makes
good sense. But what about property or even a share portfolio
that is geared (by this I mean, borrowed money invested in the
share market)?
Well, this is where the tax question starts to become complicated.
Many investors choose to invest in negatively geared investments
in the highest income earner’s name so that any tax losses
resulting from the investment can be claimed as a tax-deduction
against their salary or wage. Whilst this strategy may render a
short-term tax benefit to the taxpayer, it will pose a tax problem
for the taxpayer a few years down the track when the property (or
share portfolio to a lesser extent) is no longer negatively geared,
or when the property or share portfolio is sold and a capital gain
is made. The additional positive cash flow or capital gain would
then be taxed at the higher income earner’s tax rate!
So what is the answer? To answer this properly I want to make
sure you understand the full implications of what it means to
invest in either individual names or in the name of a company or
trust, as the ramifications are much broader than just tax.
What structures are available?

Owning property in individual names
The simplest and most obvious way to own/hold assets is in
individual names. The problem is that not only do you leave
yourself open to litigation, but also any income you receive from
that asset is added to the income you earn from your salary or
wage and may push you into a higher tax bracket. This may result
in you paying more tax than would otherwise be necessary, if you
were structured correctly.
Conversely, there may be significant tax advantages through
negative gearing etc., that you could be giving up for the sake of
asset protection if you choose to hold negatively geared
investments in structures rather than in your individual names.
This is particularly the case for those who earn their primary
income as an individual.
There are other ways to have your cake and eat it too when it
comes to negative gearing. By this I mean owning your asset in a
structure name, thus protecting it for asset protection purposes
and having the tax benefit of flexibility to distribute cash flow
profit and more importantly, capital gains profits to the lowest
income earner, but I will explain that later.
Owning property in a company name
I am constantly astounded at the number of people who go and
buy appreciating assets such as real estate in a company structure
and when pressed as to why a company structure was used as
opposed to any other structure, the answer varies from asset
protection, to, “I thought there would be more tax-deductible
expenses,” to “Because the next door neighbour said I should.” All
these reasons are flawed.
Companies are great structures to act as a separate legal entity
and are useful as part of an asset protection system. They are
even a great vehicle to use as part of a tax reduction system, but
simply owning real estate, which is an appreciating asset, in a

company structure, provides few of these benefits and means you
are going to pay more tax in the long run.
Why is that? Let me explain:
If an investment property is bought in your own name, in a super
fund’s name or even in a trust structure’s name, and you sell it,
you are entitled to a 50% Capital Gains Tax exemption. However,
when you buy the same investment property in a company
structure, no such Capital Gains Tax exemption is available. This
means that you will pay double the amount of tax for no reason!
I remember reading an article in the Financial Review that was
reporting on a luncheon held in Sydney where there was a
prominent barrister who was a tax and asset protection speaker,
speaking alongside a taxation department representative. One of
the discussions to come from the debate was that the Tax Office
representative believed the sole purpose for owning assets in
trust and company structures was to avoid or minimise tax,
whereas the barrister argued both were used primarily for asset
protection rather than tax. However, what was more intriguing
about the article, was that the barrister was speaking about a
common practice of using negatively geared investment
properties to reduce tax for small business owners.
He cited a case of a profitable small business which conducted its
business directly in a company structure and every time they felt
their profits were up and taxes needed to be reduced, they bought
another negatively geared investment property. Of course, in
order to get the tax-deduction, because their business was
working directly out of the company, investment properties had
to be purchased in the company name as well.
In the long term, this not only caused a problem for asset
protection, but it also created an ever-increasing unnecessary tax
liability when the properties were sold, as the Capital Gains Tax

payable on the sale of the properties would be double what they
needed to be.
Companies can still be very useful structures when combined with
other entities. However, we first need to understand the uses and
implications of the other available structures.
Owning property in a trust name
Now let’s take a look at a little more complex method of owning
assets, protecting them, and having the flexibility to always
distribute income and capital gains to the lowest common
denominator.
The fundamental concept behind the use of trusts has not really
changed very much since medieval times. Basically, a trust is a
deed, or a book of rules, that sets out the rights and obligations of
all the parties. There are a number of important roles described
in the trust deed that carry out these rights and obligations. The
main participants in a trust are the ‘trustee’ and the ‘beneficiaries’.
The trustee is appointed to look after the assets and income, and
distribute them according to the rules outlined in the trust deed.
The trustee can be an individual, or more commonly for asset
protection reasons, the trustee is most often a company.
The beneficiaries are the collective of ultimate owners of the
assets of the trust and are the ones that receive any income and
capital distributions from the trust. Depending on how the trust is
written, the trust deed may allow for different classes of
beneficiaries who are entitled to different classes of either income
or capital. These types of trusts are particularly useful as entities
that have fixed ownership, but may have the ability to distribute
income to other nominated beneficiaries.

Two other positions which have responsibilities to the trust and
its beneficiaries are the ‘settlor’ and the ‘appointor’, sometimes
called guardian, ‘grantor’ or ‘protector’.
The settlor can be anyone, but is usually the solicitor or
accountant who has created the trust deed for you, and is required
to sign or execute the trust deed. The settlor is also the person
who feeds in gifts, or donates the initial assets of the trust. These
initial assets of the trust are usually just a nominal value such as
$10 to $20. Be aware that this is a gift – it cannot then be billed to
you as part of the setting up of the trust.
The appointor, also known as the guardian or the protector, in
most trust deeds, is given the onerous responsibility of being able
to sack and appoint the trustee.
Clearly, this means the position of appointor is one of control and
the appointment of this position needs to be made carefully.
There are a variety of types of trusts that can be set up including:
Discretionary trusts –
These trusts are called ‘discretionary’ trusts because the trustees
have the ‘discretion’ to decide how much income, if any, is paid to
each beneficiary and how often. These are commonly known as
‘family’ trusts and are used often in family businesses, and when
no third parties are involved. This is because a person does not
have a fixed interest in the asset held by the discretionary trust,
and, as such, they are dependent upon the actions of the trustee in
order to receive any benefit from it.
For example, if there were 10 beneficiaries and the trust made
$100, it is totally up to the discretion of the trustee as to who gets
what – he or she may decide to apportion the $100 equally into
$10 benefits, or may decide to give the entire $100 to one
beneficiary only.

It is this flexibility that makes discretionary trusts fantastic
structures for evening out the income earnings of a property,
business or even share portfolio. Income and capital gains can be
distributed to the taxpayer earning the least in any particular
year.
Sometimes circumstances change and incomes vary from year to
year. Trusts give you the flexibility to change as your
circumstances change.
Example:
Mum and Dad decide to buy an investment property. Mum works
part-time and Dad is the major income earner. After much
consideration they decide to buy the property in a discretionary
trust. In the first few years the property makes a small tax loss.
This loss cannot be distributed as only profits can be distributed
from a trust. The fact that the tax benefit of claiming the tax loss
against Dad’s income in the early years would be lost was known to
Mum and Dad, however they bought the property for the long term
and the long-term tax advantages on trust ownership outweighed
the short-term tax-deduction.
As expected, in a few years the property was positively geared and
the profits made on renting out the property could now be offset
against the tax losses that were made in previous years, thus
resulting in no tax being payable until all the losses were used up.
Whilst Mum remained only working part time, any profits from the
rental of the property (after using up any carried forward losses)
would be distributed to Mum, with a little bit going to the children
in unearned distributions up to their tax-free threshold.

Similarly, if the property was sold, the capital gain could be
distributed to Mum who would pay less tax than if the gain had to
be distributed evenly, or even worse, solely to Dad. However, if Mum
ever decided to return to full time work and her income matched
that of Dad’s, then the distribution of profits could be adjusted to
reflect a more even distribution between Mum and Dad – or the use
of a bucket company could be used to tax the profits.
Clearly, the utilisation of a trust structure through which to earn
your income is not always an option, such as for salary and wage
earners, or individuals who come under the personal services
legislation of our Tax Act. However, I have seen too many clients
wasting money by paying tax unnecessarily, when they are in
businesses, and have investments where trusts could be used very
effectively, and could have saved them thousands of dollars each
year.
The following schedule shows how all the components of a
discretionary trust fit together.

Unit trusts
Unit trusts work in a similar way to discretionary trusts, in that
they both have a trustee, a settlor and in most cases, an appointor.
However, instead of beneficiaries, a unit trust has unit holders.
Unlike a discretionary trust beneficiary, a unit holder has an
interest in the fixed, present legal entitlement to the assets of the
trust. Consequently, on their own, unit trusts are not suitable
vehicles for asset protection. However, when combined with other
structures such as the discretionary trusts, they certainly have
their uses.
Unit trusts are more suitable for businesses carried on by multiple
parties. Each of the parties, by holding units in the unit trust, has
a defined interest in the assets of that trust. In this respect, unit
trusts are like companies, but instead of holding shares, the
parties hold units in the unit trust.
Another benefit to a unit trust is that the units can be bought and
sold. This is not possible with an interest in a discretionary trust.
A unit trust however does have some associated problems with
respect to Capital Gains Tax, and in certain circumstances,
depreciation.
Following, is a diagram of a basic unit trust structure:

Hybrid Discretionary Trusts
A hybrid discretionary trust is simply made up of a combination of
discretionary and unit trusts that best suits the needs of the
company, family or individual. This type of trust is great for
structuring businesses where you need to distinguish between
who owns the asset or business, and who gets the income from
the asset or business, because you may not necessarily want them
to be the same.
This is how a hybrid trust would look:

Putting a tax effective structure together
Okay, so we have looked at all the possible options of structures
that are available to us. Now, how should we put it all together?
Let’s first consider the situation of someone in small business who
wants to build a sizeable investment portfolio alongside their
business activity.
Ideally, you would want to see both the business activity and the
investment activity not only separated from each other, but for
asset protection reasons, structured in such a way that income can
be spread across the structures easily and losses from any
negatively geared investment properties or business losses can be
taken advantage of.
One solution would be to set up not only their business, but also
their property, in a company as a trustee for a trust. This would
not only give them the flexibility to distribute profits from the
small business to the most tax efficient beneficiaries, it would also
be ideal to take up the tax-deduction of a negatively geared
investment as well as keeping assets separate for asset protection.
Ideally, their structure should look something like this:

The best way to fully understand the impact of this, is to look at an
example. Let’s consider the situation of Marge and Harry.
Example:
Marge and Harry are small business owners who run a hardware
store. They have a profitable business and after paying themselves
wages of 80,000 each, and contributing the maximum amount they
can to superannuation, their hardware business still makes a
sizeable profit of $100,000. Marge and Harry also have a couple of
negatively geared investment properties that they bought some time
ago for the purpose of getting a little bit of tax relief, as well as
accumulating assets that would increase in value and create wealth
for them for the long term.
Now, had Marge and Harry set up their business directly into a
company structure, in order to get a tax-deduction as a negative

gearing benefit from the investment properties that they own, they
would have also had to buy those investment properties either in the
company’s name directly or in their personal names.
At this stage you may be asking “why am I saying personal names?”
Well you see Marg and Harry could take all the profit out of their
company simply by paying themselves a higher wage. If they did
that, the benefit of the extra tax-deductions gained from their
negatively geared investment properties would then offset the
salary that they are paying themselves from the company.
Had this been the case, that they did own the investment properties
in their own name, of course Marge and Harry would be giving up
any asset protection that could be gained by putting the properties
into a separate structure. From a tax perspective however, Marge
and Harry, as individuals, would be able to take advantage of the
50% Capital Gains Tax exemption and therefore reduce their tax
when the properties were ultimately sold. This is not my favourite
structure because of the asset protection implications or the lack
thereof. Conversely, if they bought the investment properties
directly in the company name, the negative gearing benefits could
have been offset against the company profits directly.
The downside of this is that when those properties were sold, the
company would not get any relief or the 50% Capital Gains Tax
exemption, and therefore the company would pay double the
amount of tax that they would have, had they bought the properties
either in their company name or a trust structure. Again, this is not
my favoured structure, as the asset protection is when you have a
business and real property owned in the same structure. If there is
ever a litigation originating from either the business or the
properties, then the whole lot is up for grabs.

So how should Marge and Harry have set up their business and
how does that structure interact with the structure that they
should have set up for their investment properties?
If Marge and Harry had initially structured their business as a
company as trustee for a discretionary trust, the trust could have
been a hybrid (but that is probably overkill, since Marge and
Harry are married and both are listed as primary beneficiaries of
their own discretionary trust anyway), and any profits arising
from the business could then be distributed to either Marge and
Harry or any ‘associated entity’.
These words, ‘associated entity’, are actually quite important,
because if Marge and Harry’s trust deed was set up correctly, they
would have the flexibility to place additional profits in any
structure; meaning another company, trusts, superannuation
fund, etc., that they are associated with. So when it came to the
investment properties, those investment properties could then
have been purchased in separate discretionary trust structures.
This would have given them not only asset protection away from
themselves and their business, but it will also have allowed the
profits from their business to be distributed to those trusts, which
housed the negatively geared investment properties. Thus, their
tax would be reduced on a year-by-year basis.
The example below shows how the additional excess profits, from
their business, could be distributed directly up to their investment
trusts to take up the negative gearing benefits:

Example:
After Tax Distributions
Business trading profits yet to be distributed:
$ 100,000
Less
Distributed to Trust 1
Distributed to Trust 2
Distributed to Trust 3

$ 10,000
$ 5,000
$ 12,000

Balance

$ 73,000

You will now note that Marge and Harry still have profits in their
business to distribute somewhere. This is where the tax strategies
start to become really interesting!
Because Marge and Harry are good little vegemites and they
always go and see their accountant before the end of the financial
year in about April or May, they have recognised that their profits
for the year are extraordinarily high and they need to do

something taxwise in order to avoid paying the top marginal tax
rate on the extra profits.
Their accountant correctly advises them that it would be
opportune to set up a ‘bucket company’ before the end of the
financial year so that excess profits from their business could be
distributed to the bucket company.
The bucket company would then pay tax on the excess profits at
the company tax rate of 30 cents in the dollar.
For Marge and Harry this represents a tax saving of $7,300.
This is how Marge and Harry’s tax structure would look now:

Note 1: DIV7A changes means distributions to a corporate
beneficiary must be either actually paid to the company and money
transferred into the company bank account, or a commercial loan
agreement must be signed and dealt with as any other commercial
loan.
Note 2: For asset protection Marge and Harry should also have a
discretionary ‘piggybank’ trust to own shares in the trustee
company and any other non-leveraged shares, managed funds, gold,

precious metal investments etc. See my book “Asset Protection
Secrets of a Real Estate Millionaire”
Example:
After Tax Bucket Company
Income
Less Tax

$ 73,000
$ 21,900

Tax Paid Available Money $ 51,100
The next obvious question: How can Marge and Harry utilise the
money that has already had 30% tax paid on it, sitting in their
bucket company?
One solution would be to leave the money in the company. Let it
accumulate over the years, add to it as excess profits are made and
distributed to the bucket company where it pays tax, and in
retirement, pay that money out to Marge and Harry when their
marginal tax rates are much lower. Whilst this might be perfect
for tax purposes, it is totally ineffective from an investment and
wealth creation perspective.
A strategy that would benefit Marge and Harry more effectively
would be to use the money sitting in the bucket company to lend
out to new investment structures, such as the ones they already
have and hold their existing investment properties in, as deposits
for more investment properties. Of course, from a wealth creation
perspective, this is not only going to create more wealth for them
both in the short and long term, it would also mean that they
would be able to retire earlier, compound their profits, and
balance their portfolio with a selection of both positively and
negatively geared investment property, or shares, or other
investments. In time, Marge and Harry could utilise the business

profits to build a significant real estate, share and cash investment
portfolio which would look something like this.

Note: Marge and Harry would set up a loan from their bucket
company to their newly formed trust for the deposit on their new
investment property purchase. The balance of funds would come
from an additional bank loan secured on the new investment
property.
Not everyone has the opportunity to earn their income through a
business structure, and therefore not everyone has the
opportunity to take advantage of the flexible income and tax
structures above.
A great percentage of the population earn their income as a salary
or wage earner. The main way that real estate tax losses can be
offset against salary or wage income, is to own the investment
property assets in the same name as the salary and wage earner.
As you know, this is not something that I am particularly keen on,
as the salary or wage earner is giving up all asset protection by
owning everything in their own name. In Chapter 4, I will explain
a complex tax structure which enables the salary and wage earner

to purchase negatively geared investment properties through a
trust structure (a hybrid trust structure) and still claim the
negative gearing benefits that they would have been otherwise
able to claim had they owned the property in their own names.
Because through this method, the property is owned in a trust
structure, the property is being asset protected as well as being
tax efficient.
Basically, the type of trust you use and how you use it, are
decisions that need to be made based on your individual situation.
The most important thing to remember is that any use of a trust
should be thoroughly investigated. Always carefully review the
terms of the trust deed and seek professional advice whenever
setting up a structure.
For more information about the uses of company structures for
asset protection, see my book “Asset Protection Secrets of a Real
Estate Millionaire”
Tax Tip:
Even though the purpose of this book is to educate you on the
taxation procedures and structures you need to reduce tax as a real
estate investor, here is a tip for salary and wage earners who want
to maximise their work tax-deductions.
The Tax Office has fantastic tax-deduction publications on their
website www.ato.gov.au . These publications detail all the allowable
tax-deductions for just about every occupation you could possibly
think of. I suggest you check it out for your occupation. You never
know. You might be missing out on something!
Problems Using Old Trust Deeds
Changes to Tax/Trust Laws

There have been some changes to the Trust Law. First of all, there
was a case called the Bamford Case.
The Bamfords sold a property back in 2002, I think it was. The
distributions were made out of a Discretionary Trust in 2002 and
2003 to a number of beneficiaries. Because the sale was a capital
sale, they were distributing capital down to the beneficiaries. A
discretionary trust, is not a fixed trust, therefore you can
distribute capital gains down and keep it as a capital gain, not
treat it as income. Therefore you get the 50% exemption for
Capital Gains Tax purposes.
In the Bamford’s Case, the Tax Office decided to take Bamford to
the court. It went all the way to the High Court. The decision
came down in March of 2010 - so from 2002 to March 2010 - it
took that long to go through the legal proceedings. Can you
imagine how much that would have cost? Enormous amounts of
money.
Fortunately for the Bamfords, part of their distribution actually
went to the Church of Scientology, and the Church of Scientology
paid the court costs. The decision went the way of the Bamfords.
Had it been somebody else, that didn’t have the money to fight it,
like the Church of Scientology, it would’ve been a situation where
the use of trusts could have been in question. But they fought the
good fight to the end and it went our way.
The result of this court case basically means your trust and your
asset protection are as good as your trust deed’s words. If you’ve
got a well worded trust deed with good definitions of income and
capital and distributions, then you’re fine.
If you’ve got a badly worded trust deed then you probably will not
be getting the 50% exemption on any Capital Gains Tax
exemptions and it could be taxed at the highest marginal tax rate
in the trust’s name.

This is why I’ve been saying all the way along, when it comes to
asset protection, don’t go and just buy cheap stuff over the
internet. There are cheapy little trust deeds that you can buy on
the internet, and I can tell you now, some of them are not worth
being used as toilet paper. There are others that might be okay, I
don’t know them all.
What the Bamford Case really highlights, is that you’ve got to have
well worded trust deeds. You’ve got to be dealing with people
who know the implications and have well worded trusts. This is
why I give you access to so many people who can do that for you
in the network. On top of that, it also means that anyone who has
an existing trust deed now needs to take it and get it reviewed.
The Bamford Case is a huge case when it comes to trust law.
There’s some other changes about bucket companies. In
particular Division 7A which basically says that if you have
distribution out of a trust going to a bucket company then two
things have to happen. The money needs to physically go from the
trust up to the bucket company into the bucket company’s account
and it then gets dealt with from there. You actually have to move
the money. It is not just an accounting entry.
If money comes from a trust and gets distributed up to a corporate
trustee, then you have to have a formal loan agreement in place.
Interest must be paid at commercial rates, and it needs to be an
arm’s length transaction. There are changes as of December
2009, on the bucket company use, and these need to be taken into
consideration also.

Chapter 4
Negative gearing exposed
This may sound harsh, but it astounds me how people who are
normally sound-minded, logical and intelligent will make
irrational, emotional decisions when it comes to investing in
property! Over the years, I have seen hundreds and hundreds of
my clients make investment decisions while they are on holidays.
They take a vacation and think, “Hey, I’d like to have a holiday
house here!” So they go off and buy an ‘investment property’, i.e.
they buy the ‘investment property’ they would like to live in.
Unfortunately, quite often that investment property is going to be
hugely negatively geared, and it has not been selected for its
potential growth. Quite likely, it has been selected because the
kitchen looks great or the colour scheme was good, or they have
been persuaded by the real estate agent, or it’s around the corner
from their friend’s investment property.
These properties commonly have had $40,000 – $100,000 of the
investor’s equity, substituted equity, or actual savings invested in
them.
Negative gearing has been part of the tax legislation for a very
long time. It is the process of claiming a tax-deduction for the
excess expenses relating to an income producing rental property
against other taxable income.
The investor’s goal is of course to have capital growth on their
investment property, which outweighs any immediate negative
cash flow effect.
Is buying negatively cash flowed property wrong’?
Absolutely not. It may be a desirable thing in your circumstance.
Maybe your portfolio needs maximum growth, rather than income
or serviceability. Maybe you are already very strong on income

and are able to withstand some degree of negative cash flow in
order to maximise potential growth. You simply need to give due
consideration to what is right for your portfolio.
For instance, you may have a reasonable job in which you feel
quite comfortable. You may have some savings as a buffer, and in
five years’ time you may want to be able to cut back to part-time
work, or even potentially take a year off. That being the case, you
may like to consider:
• Focusing on a combination of both growth and income
properties.
• Avoiding placing huge financial cash flow drains on your
present income.
• Focusing on growth properties that are as close to
neutrally geared as possible, but still have potential for
significant growth over the 5 year time span.
• Being conscious of cash flow, and not overextending
yourself with growth properties.
These are the types of decision-making processes that every
successful investor needs to become familiar with. You need to be
able to work out your next step according to the goals in your
business plan: Should you purchase a growth property? If it is
going to be a growth property, how much negativity in the cash
flow department can your current circumstances withstand? On
the other hand, should it be a positive cash flow property? In the
circumstance where you require the income from a positive cash
flow property, to balance off a negatively cash flowed property,
make sure you do your numbers, and that you have sufficient cash
flow being generated by that property to counter the negative
cash flow on your growth properties.

• You would also need to bear in mind that in focusing only
on ‘cash cows’, you will eventually run out of equity to
continue investing. It’s the growth properties that create the
equity, but that’s a topic for another time.
• These are all financing considerations and limitations
which seem to be swept under the carpet when someone’s
buying an investment property. Interestingly, the successful
purchasing of property comes down to being worldly or
street smart, rather than who has the best (academic)
education or the finance degree. Being able to assess the
profitability of your property, business and/or investment is
really very simple.
The calculations are very straightforward and fundamentally
come down to common sense:
• How much income does my property investment
generate?
• How much do I have to spend on it?
• Is it positively cash flowed or not?
• Can I service it, if it is negatively cash flowed?
• What do I believe my chances are of that property going
up in value?
• If I purchase this property, what do I think is going to
happen?
Do you know what this is all essentially about? It’s about:
• You being a business manager

• You gaining sufficient knowledge and education through
due diligence, studying, extra courses and seminars to
increase your knowledge, so that you can determine the best
thing for you to do next
• You understanding your budget
• You understanding the due diligence processes
• You understanding what your goals and aspirations are,
and what strategies you can employ to achieve them.
That’s right it’s all about you! It’s about you and your objectives,
ultimately. And, it’s a matter of selecting the best strategy that
suits your ultimate objectives, along with your personality, to
achieve your goals.
More than likely, your ideal portfolio and strategy for the future is
going to incorporate a balance of both growth and income
properties – manufactured or direct. Your strategy is not going to
be solely one or the other. The fact is though, that you are never
going to know what that ideal portfolio or strategy is, unless you
start thinking about your future investments as a business.
Be worldly!
Be streetwise!
Have common sense!
Take the emotion out of investing
When I’m talking about taking the emotion out of investing, I’m
realistic enough to know that this won’t apply to your principal
place of residence (PPR). That is usually a lifestyle decision and
maybe even a potential investment decision.
Factors such as children’s schooling and proximity to amenities,
where you like to live, even down to the colour of the kitchen, etc.,

tend to be more acceptable as decision-making factors when
purchasing your PPR. What I am talking about is taking the
emotion out when you are purchasing an investment property that’s what it is: an investment. Therefore, the decision-making
process should be more about the numbers, the analysis, the
statistics behind why you are making that decision, and what you
are endeavouring to achieve for your portfolio - and less about
your emotions.
I’ll put it this way - how many people would actually buy a
business that lost money every year? Truly, that’s what happens
to thousands and thousands of property investors. They buy
properties that don’t cash flow. Some of them buy properties that
cost them money every single week!
Now obviously they justify this decision by rationalising, “Oh, but
property goes up in value.” Yes, that’s true, but when I have
quizzed my clients on the decision-making process as to what due
diligence has led to the selection of one particular property over
another, or on what rationale they have calculated the potential
growth of one property over another, they are left speechless.
I know clients who have five or six negatively geared properties,
which means they have got to service the negative cash flow from
their other income – whether it be a wage or a salary or passive
income that they may have been able to achieve on other
property. This type of investing behaviour only ties them to a job
and keeps them in the rat race for life. If you want to have choices,
have lifestyle, have early retirement (whatever that means), and
have the life you want, you have to be a much more savvy investor
than just buying one negatively geared investment property after
another.
In most cases, the investment decision-making process has been
an emotional one, not a business one. Are you getting the picture I
am painting for you yet?

What do you think that same holidaying couple would do if they
were presented with a business purchase which required a capital
or equity investment from them of between $40,000 - $100,000?
Would they do it because they liked the colour of the prospectus
or the vendor’s hair colour or because their friend said so? With
$40,000 - $100,000 at stake, we know that couple would want to
be completely informed about the investment.
In fact, far more due diligence would be done, and their rationale
for assessing that business would be completely different,
wouldn’t it? Of course it would! They would want to know the
potential return of the investment – not just now, but into the
future. They would want to know the latest growth statistics of
that particular market. They would want to know the likelihood
of the investment not being able to return an income at any point
in time, and whether or not they could service the debt. Now,
compare this to purchasing ‘investment property’ because the
kitchen looks good or your friend said so!
Can you see my point?
Create a plan
What any astute investor needs to do is put together a plan - a
business plan for their personal financial future. Your financial
future is a business, so treat it with the same respect you would if
you were buying a business.
Without having a plan, you are inadvertently planning to fail. You
need to treat the purchasing of property as a business because any
individual investment purchase is a business.
Think about it - a business has income, it has expenses, it has
growth, hopefully, and you have either a profit or a loss at the end
of the day. A property is no different. It too, has income and
expenses. It too, has the potential to go up in value.

In both, you invest considerable amounts of time, money or
equity, so why wouldn’t you do all the necessary due diligence and
analysis regarding the purchase of property, as you would if you
were buying a business? Get very clear that you are in the
business of purchasing investment property, and as such, you are
entitled to the tax-deductions awarded to businesses.
When you run a business, all your expenses related to that
business are tax-deductible against the income of the business.
This is the same when you run an investment property business.
All your expenses or interest on the mortgage, council rates,
insurance, body corporate, management fees etc., are all
deductibles offset against the income the property earns.
The extra benefit and tax boost that you get when you are in the
business of investment properties, is a tax-deduction for not
spending any money!
No, I’m not going crazy.
The taxation legislation since 1985 has allowed a tax-deduction
for the diminishing value of your asset; being the building and
specifically the fixtures and fittings of that building.
It’s called ‘depreciation’. It’s a tax-deduction based on a Tax Office
approved formula which you get regardless of the fact that you
are not actually spending money on your investment property.
The depreciation benefit is a short-term benefit, as any tax
benefits you gain whilst you own the property are added back into
the calculation for calculating Capital Gains Tax on the property
when you sell it. However, even though this is the case,
maximising your depreciation tax-deductions while they are
available means that tax is ultimately deferred to when you sell
the property. This could be way into the future, and even when the
property is eventually sold, the tax liability would be halved due

to the 50% Capital Gains Tax exemption available on sale,
provided the property has been owned for more than 12 months
and in a tax efficient structure or entity.
It’s a crazy concept - getting something from the Tax Office for
nothing. Well, almost nothing. They do give you a little sting and
have the final say when you sell the property.
Some people are vehement supporters of negative gearing and
others are vehemently against negative gearing. I am more on the
vehemently against – but still recognise in some circumstances,
negative gearing is necessary to achieve good growth on desirable
properties. I believe negative gearing is something that can be
very, very useful in certain circumstances, whereas in other
circum-stances, particularly when overused, it can leave the
investor cash-strapped and on the verge of going bankrupt.
I believe the ideal use of negative gearing is when a property fits
certain criteria. That criteria is when the property is actually cash
flow positive yet cash negative for tax purposes. If your investing
goal is income replacement, forget the negative gearing and
concentrate on cash flow positive with manufactured growth, to
allow for continuity of investment.
The style of property that fits the cash flow positive but tax
negative criteria is usually a property that is either new or near
new or has had major renovations carried out on the property
recently, and these capital improvements can be quantified with a
quantity surveyor report. This way, the free tax-deductions for
depreciation can be maximised, and therefore the negative
gearing tax benefits are high, but the cash flow can still be positive
in real terms. Let me show you an example of how this works.
Example:

Let’s assume we have an investor with a salary of $45,000, who is
considering buying an investment property worth $225,000.
Let’s also assume that he will be paying an interest rate of 7% and
that by using equity available in his home, he is able to borrow and
claim a full tax-deduction for 100% of the purchase price plus costs.
Example:
Purchase Price
Legal Fees
Stamp Duty (estimate)
Loan App. Fees

Interest rates 7%
Rental Income
Less
Interest Payment
Rates
Body Corporate Fees
Management Fees
Letting Fees
Insurance
Maintenance

$ 225,000
$
650
$
6,400
$
2,000
$ 234,050

$ 20,000
$ 16,380
$ 1,200
$
765
$ 1,700
$
385
$
350
$
200
$ 20,980

Net Annual Cash Shortfall
$
980
or $ 18.85 per week
So on the face of it – this property is negatively geared - although
only slightly.

However, the above calculation does not take into account any
depreciation which may be able to be claimed on this property,
nor does it take into account the tax-deduction which can be
claimed over five years for the borrowing expenses.
Let's have a look at how these additional losses are calculated.

Example:
Depreciation:
Deprec. on fixtures and fitting
$20,000 @ 20%
$ 4,000
Deprec. on building
$104,000@ 2.5%
$ 2,600
Deprec. on fixtures and fittings
$2,500 @ 100%
$ 2,500
Amortisation of borrowing costs $ 9,100
Borrowing costs amortised over 5yrs $
Total depreciation losses

400

$ 9,500

Paper Losses
You will notice that some fixtures and fittings have been claimed
at a depreciation rate of 20% whereas a small amount of fixtures
and fittings have been claimed at 100% depreciation. This is
because some items can be expensed fully in the first year of
purchase. Obviously, this deduction would not be available to the
investor in the second or subsequent tax years.
When you take the actual cash flow shortfall and the paper losses
into account on the next page, you will see how our investor’s tax
would be affected. On first appearances, this property appears to

be cash flow negative. However, when the tax effect of the paper
losses is taken into account, the property is actually positively
cash flowed by $73.92 a week.
Example:
Gross salary

$ 90,000

Less Deductions
- cash shortfall
- paper losses
Adjusted Taxable Income

$
980
$ 9,500
$ 79,520

This means that instead of paying tax on a salary of $90,000, our
investor will pay tax on $79,520. Here is what the net tax saving
will be to our investor for owning this property in the first year.
Tax payable on $90,000
Tax payable on $79,520

$ 21,247
$ 17,391

Tax saving

$ 3,856
or $74.15/wk
*Figures exclude medicare levy
Ideally, if investors have a good, strong income from salary,
business or investments, choosing this style of investment
property provides them with the best of both worlds. That is, a
tax-deduction to help reduce tax payable on their other income,
and a positive cash flow which can be used to support living,
lifestyle or further investment.
This really is, having your cake and eating it too!

Chapter 5
Negative gearing nuances
I am often asked the question, “Why can’t I utilise the benefits of
negative gearing and not hold the asset in my own name for asset
protection purposes?” Well, there have been many structures set
up using hybrid trusts to do exactly that. The difficulty is the Tax
Office has constantly narrowed the use of such a trust with legal
cases like FC of T v. Janmor Nominees Pty Ltd 87 ATC 4813;
(1987) 19 ATR 254 and a more recent case Fletcher & Ors v. FC of
T 91 ATC 4950 as well as other private rulings, to the point where
the use of a hybrid trust for negative gearing has become dubious
at best, and highly risky at worst.
This is how it works.
Negative gearing through a hybrid trust
A taxpayer with a high salary and equity in his/her own home can
use the equity to get a loan for the deposit on an investment
property. Instead of using the equity as a deposit directly on the
new investment property, the taxpayer can subscribe to income
units in a hybrid trust. The unit trust in turn uses the funds as a
deposit on the desired investment property, and the hybrid trust
then borrows the additional monies required to purchase the
property from a bank. This way, the taxpayer can benefit from
expenses as a unit holder in the hybrid trust, and claim any
negative gearing against his/her taxable income.

Example:
David buys a property through a hybrid trust for $300,000. He
borrows $60,000 against the equity in his home from a bank, and
with the $60,000 buys 60,000 units at $1.00 each from the hybrid
trust. The remaining $240,000 needed to buy the property is

borrowed from the bank through the hybrid trust, using the $60,000
as the deposit. Let’s assume the interest rate is 8%, and that the
trust rents the house out for $300 p/w and has income and
expenditure for the year as follows:
Rental Income

$ 15,600

Less
Management Fees
Rates
Insurance
Depreciation
Interest
Total Expenses

$ 1,170
$ 1,100
$ 500
$ 2,500
$ 19,200
$24,470

Loss

$ 8,870

The loss from the hybrid trust cannot be distributed to unit
holders, so the loss has no benefit to David’s immediate tax
situation. It can however, be accumulated and offset against future
income earned by the hybrid trust. However, because David
borrowed the $60,000 that he purchased the units with, any
interest and bank fees can be negatively geared and claimed
against his taxable income.
Example:
Salary
Tax Payable

$ 78,000
$ 16,897

With 60,000 units purchased in a hybrid trust:
Interest on $60,000 Loan @ 8% $ 4,800
Salary after Deductions
$73,200

Tax Payable
Tax Savings

$ 15,337
$ 1,560

*Figures exclude medicare levy

Now let’s step up the game here a little.
If David had borrowed the entire $300,000 and bought 300,000
units in the hybrid trust, the proceeds of which would then be
used to purchase that same house, and he was able to structure a
lending facility with his bank or financial institution such that the
bank accepted the new house being purchased in the trust, as
partial security for the loan, the result would have been quite
different. A greater tax-deduction from his taxable income would
have been able to be claimed even though the hybrid trust would
have made a taxable profit which would need to be distributed.
This is how the figures would work:

Example:
Salary
Trust Income
Total Income

$ 78,000
$ 10,330
$ 88,330

Tax Payable

$ 20,629

With 300,000 units purchased in a hybrid trust:
Interest on $300,000 Loan @ 8%$ 24,000
Salary after Deductions
$ 64,330
Tax Payable
Tax Savings

$ 12,454
$ 8,175

*Figures exclude medicare levy

This is how the Hybrid Trust income with the previous
arrangement would look:
Example:
Rental Income

$ 15,600

Management Fees
Rates
Insurance
Depreciation
Total Expenses

$
$
$
$
$

Profit

$10,330

1,170
1,100
500
2,500
5,270

The after-expenses income of the trust is distributed to David as a
return on his income units. Whilst the flexibility of a hybrid trust
normally does allow distributions to be made to other lower
income earners, I believe all the income should be distributed to
the owner of the hybrid trust units, as this would be the situation
if the property was owned directly in the taxpayer’s name.
Also, whilst the income of the hybrid trust could have remained
undistributed in the trust, and the trustee could have paid tax on
behalf of the trust, this would have been a ridiculous decision, as
the trust would have paid tax at up to 66%, which is a much
higher tax rate than David, our taxpayer.
To further this scenario, after a number of years, David might
decide that he would like to sell his 300,000 units back to the trust
so that he can either pay back the balance of the loan or use the
money to buy something else.
Example:

David sells his 300,000 units in the hybrid trust back to the trust on
money that the trust has borrowed from the bank.

The bonus with this arrangement is that David gets his $300,000
back tax-free, because he is not making a profit on the units – the
trust buys them back at the same price that he bought them for.
Additionally, the trust can now claim the interest being paid on
the loan for the purchase of the units as a tax-deduction all over
again!
At some stage, as trustee for the hybrid trust or rather, as director
of the corporate trustee, David might decide to sell the property.
As it was bought in a growth area and over the years has been
improved, it has made a capital gain, which of course means that
the trust will have capital gains to distribute. At this point, rather
than distribute the gain to himself and have to pay the high
marginal tax rate on the capital gain, it would be more
advantageous to distribute the money to low income beneficiaries
such as his wife (who currently has no income), or to his children,
so as to take advantage of a lower tax rate, and thus reducing the
Capital Gains Tax payable.

Now all that sounds really good doesn’t it?
A big fat warning!
Well, here is a HUGE WARNING! The future of such strategies is
unclear, and before entering into this type of arrangement, you
should seek the advice of your accountant and even apply for a
private ruling on your particular set of circumstances. A private
ruling is binding, so if the Tax Office says it is OK in your
circumstances then go ahead, but if not, well, you have your
answer.
The cost of a private ruling is really only the cost of time spent by
your accountant preparing the appropriate wording of the paper,
and stating the correct legal argument so that the result can be
relied on when given from the Tax Office.
Other areas of concern
There is also another school of thought that says, if David wants to
claim the negative gearing tax benefits from the purchase of the
property in a trust – he should not only subscribe to income units
but should also have some growth units attached to his initial
subscription for units. This would mean that the growth/capital
gain, when either his units are redeemed and/or the property is
sold, would be distributed to him.
I believe that money to be made from the investment in real estate
and the pro-active strategies to accumulate wealth and replace
income should be the driving force behind investment decisions –
not tax. Tax should be legally minimised, of course, but the
fundamental rationale should be to make money.
Depending on what type of property you buy, and what the yield
is on the property, the negative gearing benefits usually only last
for about five years – after which the property is probably neutral
or cash flow positive anyway. At this time, positive cash flow will

be taxed at the taxpayer’s marginal tax rate which is probably
high. At least if the property is in a trust you have the flexibility to
place the income anywhere the trustee sees fit.
I certainly would not be setting up a hybrid trust for negative
gearing purposes, nor would I like to be the accountant that is
setting one up for a client. I believe the ATO treatment of them is
too shaky. I wouldn’t want to be another Bamford and end up in
the high court.

Chapter 6
The flipside.., positive gearing
On the flipside of negative gearing, you have positive gearing.
Obviously, when a property is positively geared, what we are
talking about is having a property that produces more income
than it costs you. When a property produces more income than it
costs you, it means that more rent comes in than all of the
expenses added together (the rates, the insurance, the
management fees, all of the repairs and any other expenses to do
with the property). When you have taken off all of these expenses
you still have money left.
Now, when you have got money left, from a tax perspective that
means of course, you have to pay tax. When you pay tax on a
positively geared property it is going to be taxed at your normal
marginal tax rates.
Any income that you earn in your own name from any rental
properties that you have, will be added onto your other salary. It
will be added to any other income that you might have from other
businesses or jobs or whatever else you earn in your own name.
This means that the extra amount that you are earning from a
positively cash flowed property would be taxed at your marginal
tax rate.
In Australia, we use a system where tax is calculated on what is
referred to as a ‘marginal scale’ with different ‘tax brackets’ and
different rates of tax to pay depending on what your level of
taxable income is. The first of these brackets is everyone’s
favourite, because, at the moment the law says the first $18,200 is
income is tax-free. Then we have the next ‘bracket’ as we call it,
from $18,201 to $37,000. This means that any income that is
earned over $18,200 but less than $37,000, you will pay 19 cents

in the dollar - 19% tax. Income of $37,001 and over will be taxed
at 32.5 cents in the dollar and it goes up accordingly.
For instance, if you earn $40,000 year, your first $18,200 will be
tax-free. For the next amount that you earn to between $18,201
and $37,000, you will pay 19 cents in the dollar, and any money
that you earn above that i.e. $3,000, you pay 32.5 cents in the
dollar. That is what a ‘marginal tax rate’ actually means.
So when I say any rental income that you have will be taxed at
your ‘marginal tax rate’ and you’re on say, in this example,
$40,000 a year, then your tax rate on your marginal tax rate is
32.5%. This means that if you have a positively cash flowed
property that produces you $5,000 a year positive cash flow from
the extra rental that you receive over and above all of the
expenses on the property, then you will pay 32.5 cents in the
dollar or 32.5% on that extra $5,000 ($5000 x 0.325 = $1,625 tax).
That’s how it works.
Positive? Negative? How will I know?
Now you might ask; how on earth am I going to know whether my
property is positively geared or negatively geared or know what
can happen through the year? From time to time your property
may have had a few more expenses, or it may have had a couple of
weeks where it was vacant, which might change whether or not
the property can produce the full year of income. Maybe it had to
have a fence replaced, or other repairs, and you’re not really sure
whether this year the property will be positively or negatively
geared.
What I absolutely recommend...
Is to go and see your accountant around about that April/May
timeframe so you can review everything that you have done over
the year. Whether it is from your work, small businesses or real
estate investing, by going in before the end of the financial year

you have then got the opportunity to make the necessary
adjustments to your tax, to make it as advantageous as you
possibly can make it for the year.
For instance, let’s say that you have a really big year at work and
you’ve had commissions coming in as well as a couple of bonuses
or other things that might boost your income, so your Income Tax
for the year is extraordinarily higher than it normally is. Let’s say
also that your income is such that those extra few bonuses of
income push you up into the next tax bracket. Then of course by
doing that, instead of being on a possible 32.5 cents in the dollar
you might now be on 37 or 45 cents in the dollar, marginal tax
rate. This means you will be paying a lot more tax on that extra
little bit of positive cash flow rent that you are collecting.
If you know that and you are reviewing things around that
April/May period, at that point in time you can really decide and
estimate what your taxable income is likely to be for that year. If
after your estimation you find that you have actually pushed your
income into the next tax bracket, you then have the option of
bringing forward any expenses that you were going to spend on
rental properties, into this financial year, as opposed to it being
expensed in next financial year as it may otherwise have been.
A perfect example of this was a doctor client of mine. I remember
when I was sitting in my accountancy practice and he came to see
me. I had trained him very, very well so he came to see me
April/May every year to have what I call a pre-year end review.
He’d had a bumper year and he’d earned alot more than he had in
previous years and he was whinging about just how much tax he
was going to have to pay. He had this defeatist attitude and he sat
there and said, “Well, there’s nothing more we can do, no matter
how I look at my figures, I have had this big year and I am going to
have to pay all this tax.”

He was feeling terribly sorry for himself, but after talking to him
for a considerable amount of time and extracting information
from him (which was like pulling teeth), I started to ask him ‘third
level’ questions. With these questions he started telling me what
he had done during the year, and where he had been, and why his
income was higher than normal.
I discovered the things that had led up to this bumper year. He
actually owned hospitals and had been to a number of medical
conventions. He had been on a little bit of a holiday (he was of
English background) and he went back to England to see family.
While he was there, he went to some conventions and met up with
a few old work colleagues, allowing him to do a couple of deals
resulting in the income for the hospital being a lot higher than it
would have normally been.
I asked him if all of these expenses were included in his books and
he said that he hadn’t included them as he thought it was just a
holiday. So, by going through and reorganising his expenses,
taking in the costs of him going over there (not his wife and kids,
just him) and attending these conventions and all of the other
associated peripheral expenses that led to that actual trip, we
were able to calculate the trip into his expenses and thus reduce
his tax in such a way that we saved him around about $80,000 $90,000 in tax. That, is how much of a difference it can actually
make.
Now the other thing I did with this particular doctor was to ask
him how the hospital was going and what he anticipated it was
going to be like next year. He thought that next year’s profits were
not likely to be as large as he has to do all of these things such as
paint, repairs and a number of other improvements. Again he was
defeatist and stated that he wouldn’t have any money to do it all,
because this year he was going to have to pay it all on taxes.

Hang on a minute! Because we were still in April/May we were
able to look and see if we could make some of that expenditure in
the current financial year rather than next financial year, which
meant that the tax bill for this financial year would be lowered.
So again, we went back to the drawing board and thought about
all of things that needed to be done on the hospital. These were all
the things that he was going to spend money on anyway, but
instead of doing them over the next 6 to 12 months, we brought
forward that expenditure and put it in the year where we had an
extraordinarily high income, meaning for that year we had
basically negated out all of that extra income. At the end of the
day, when we finished playing around with all his taxes, we ended
up paying around $200,000 less than he would have had to
otherwise. So I figured it was a pretty fair day’s work!
There needs to be a ‘connection’ or ‘nexus’!
It is important to remember that the deductibility of expenses has
to have a connection to the income that you are currently earning.
It can’t be a connection to an income that you might earn in the
future by changing careers or doing something else.
It’s called having a ‘nexus’ (from the Latin meaning ‘to bind’ or
‘join’), or a connection, to the income. The expenses must have a
nexus or a connection to the income that you are actually earning.
For instance, if you are a plumber and you are studying first aid so
that you can be a part-time ambulance driver, you can’t claim that
as a tax-deduction because it has nothing to do with your current
stream of income, which is earning income as a plumber.
If this same plumber set up a business where he was contracting
himself out as a lifeguard, an ambulance officer, a safety officer for
a company or something similar and he is set up as a separate
business, and part of setting up this business is the expense to get

his tickets, training and everything else in relation to first aid, then
that would be an expense against that business.
In a separate structure, that loss could now be carried forward to
be offset against any future income that he might have relating to
that business, but it could not be offset against his plumbing
income. It would just get carried forward to be offset against
future income relating to that separate business and can continue
to be carried forward to future years providing it is within reason.
Think like a business. Really think about all the things that you
can start to claim tax-deductions for, and if they possibly relate to
the income that you are earning.
Positive cash flow properties
I guess when you start talking about positive cash flow properties,
the biggest question I always get asked is, “Should I be buying a
positive cash flow property or a negative cash flow property?”
The answer to this question is not so much a tax question, but
more a question of what suits your investing portfolio and your
short and medium term goals.
Most people, when making this decision, get hung up on the tax
issues of positively cash flowed properties and negatively cash
flowed properties, rather than focusing on the real issue of what’s
right from an investment perspective, and which style of property
is going to give them the best investment result. Once this
decision is made, that’s when you should start to focus on tax and
look at the best and most tax efficient way of actually buying the
asset.
Let me work through an example:
Example:

Salary

$100,000

Year 1
Investment 1 + cash flow
Investment 2 + cash flow

$ 5,000
$ 4,500

Year 2
Investment 3 + cash flow
Investment 4 + cash flow

$ 12,000
$ 6,000

Year 3
Investment 5 + cash flow
Investment 6 + cash flow

$ 6,000
$ 10,000

Year 4
Investment 7 + cash flow
Investment 8 + cash flow
Investment 9 + cash flow

$ 5,000
$ 8,000
$ 5,000

Total: 9 Investments + cash flow $61,500
Owned as an individual, tax on additional income is as follows:
Year 1
$ 3,515
Year 2
$ 10,175
Year 3
$ 16,095
Year 4
$ 22,755
*excludes Medicare Levy
Let’s assume our investor has a salary and wage income of
$100,000. Let’s assume that our investor’s goal is to replace his
income over the next four to five years. Let’s also assume that he
is quite happy in his salary or wage job at the moment, but in four
to five years he would like to take a year off and maybe even go
back to study to change careers.

Now, the question most people ask is, “Should our investor focus
on growth assets, which were probably going to be negatively
geared, or positive cash flow assets, which will produce him a
passive income, and over time, he could accumulate these types of
positive cash flow properties so that in four to five years, he could
have totally replaced his income?”
This is a tricky one, because both strategies will work if used
properly. From a tax perspective, any excess income from his
positive cash flow properties that are bought whilst he is still
working in his job, will be taxed at his marginal tax rate, unless of
course he chooses to buy these properties in a trust structure so
that any positive cash flow could then be distributed to either a
lower income spouse or a bucket company as described in
Chapter 3.
However, if our investor was a little bit smarter and was conscious
of asset protection, he would have bought these properties, not as
an individual, but in a trust structure, so that any distribution
could be placed wherever the income would be taxed at the lowest
marginal tax rate.
If we assume our investor is a single person or doesn’t have his
spouse on a lower income rate, then he would utilise a bucket
company to pay the tax on the additional money.
This would mean all his additional income would be taxed at the
company tax rate of 30%. His Income Tax payable on the
additional income would now look something like this:
Example:
If property is owned in a trust structure and distributed to a bucket
company, tax on additional income would be as follows:

Year 1
Year 2
Year 3
Year 4

$ 2,850
$ 8,250
$ 13,050
$ 18,450

Total tax saving through a trust structure as opposed to individual
ownership is $4,305
Alternatively, our investor could focus on negatively geared
growth investments from which he could service the cash flow
shortage from his salary or wage, and hope that the growth in the
properties over the four to five years is sufficient so that in this
time, some of the properties could be sold, and the profits used to
reduce debt on the remaining properties.
This is a common debt reduction strategy used by high income
earners in order to have a tax benefit now, with the ability to hold
good core assets with low debt levels in the future.
Our investor though, would have to be careful as to when these
properties were actually sold so that they weren’t being sold in a
year when his taxable income was still high.
This would defeat the purpose of his previous tax savings as any
capital gain would be taxed at the higher marginal tax rate.
Example:
Salary

$100,000

Year 1
Investment 1 negative cash flow $ 10,000
Investment 2 negative cash flow $ 5,000
Year 2

Investment 3 negative cash flow $ 5,000
Investment 4 negative cash flow $ 5,000
Our investor is now feeling the squeeze – cash flow is tight and he is
wondering whether this investment game is worth it.
Year 3 & 4
Can’t afford to buy another negatively geared property – no
purchases are made.
Let’s assume our investor bought properties valued at an average
of $250,000 in the first year and $275,000 in the second year.
Let’s also assume that our investor bought well and selected areas
which grew at 10%, and that when he purchased the properties he
borrowed 100% of the purchase price each time.
At the end of the four years his investment portfolio would look
something like this:
Example:
Purchase Price

Value with Gwth Loan

Year 1
$250,000 +10% Gwth $275,000
$250,000 +10% Gwth $275,000
Year 2
$275,000+10% Gwth
$275,000+10% Gwth
$275,000 +10% Gwth
$275,000 +10% Gwth

$250,000
$250,000

$302,500 (Existing) $250,000
$302,500 (Existing) $250,000
$302,500 (New) $275,000
$302,500 (New) $275,000

Year 3 – no new purchases
$302,500 + 10% Gwth $332,750
$302,500 + 10% Gwth $332,750
$302,500 + 10% Gwth $332,750
$302,500 + 10% Gwth $332,750

$250,000
$250,000
$275,000
$275,000

Year 4 – no new purchases
$332,500 + 10% Gwth $366,025
$332,500 + 10% Gwth $366,025
$332,500 + 10% Gwth $366,025
$332,500 + 10% Gwth $366,025

$250,000
$250,000
$275,000
$275,000

Total Property Value $ 1,464,100Total Loan Value
$ 1,050,000
Net Equity
$ 414,100
I know which one I would prefer – I’d take the passive income of
$60,000 for life (indexed) any day over a $400,000 lump sum. The
negative gearing road ties you to your job – whereas the passive
income road gives you freedom to go and do whatever you want
for the rest of your life, including continuing to invest.

Chapter 7
Maximise your tax strategy
Whilst the tax law is like a partnership agreement with the Tax
Office, it is your responsibility to maximise your tax benefits so
that your share of the profits is as large as possible. To do this,
you need to know how the tax laws work and how they affect you
in your particular industry - so let's get into the ‘nitty gritty’.
Use tax-deductions to generate real estate cash flow
When you buy an investment property, you are entitled to deduct
expenses that relate to that specific rental property and therefore
not pay tax on that amount of income that the property produces.
However, ownership of property also gives you tax benefits or taxdeductions for the depreciating value of the building, and in most
cases the fixtures and fittings in the building.
Effectively, this is a tax-deduction or tax benefit for FREE. What
this means is that on some property, large amounts of income
produced by the property can be tax-free.
What types of real estate maximise tax-free income?
Real estate with the registered quantity surveyor’s report
A quantity surveyor is a person who estimates the amount and
cost of various materials, labour and items in a property,
construction or project, and reports this in writing through a
Quantity Surveyor’s Report. To submit a Property Tax Allowances
claim to the Tax Office, an investor should request a property tax
allowances schedule from a professionally qualified person.
Quantity surveyors are professionally qualified persons under Tax
Ruling 97/25, and their schedule will substantiate an investor's
depreciation claim upon lodgement of their tax return with the
Tax Office.

It pays to shop around. Over the years I have seen many Quantity
Surveyor’s Reports whilst lodging tax returns, and some are very
comprehensive and detailed with pages and pages of deductible
depreciation on itemised fittings and structures which the owner
is entitled to claim.
On the other hand, some are very lightweight, and the extra taxdeductions and subsequent tax saved barely make it worth paying
a quantity surveyor to prepare the report. Ask to see sample
copies of the Quantity Surveyor’s Report, and make sure paying
their fee will be worthwhile and the extra tax-deductions will
justify the cost.
Overall, spending money on a Quantity Surveyor’s Report should
make you money, not cost you money. Another thing to keep an
eye out for, is that the Quantity Surveyor’s Report provides you
with the options to claim your depreciation either on a ‘prime cost
method’ or ‘diminishing value method’. I will explain the
difference a bit later.
Long gone are the days when you or your accountant could make
up a list of deductible items in your newly purchased rental
property. A tax-deduction will not be allowed for depreciation on
fixtures and fittings or building write-offs, unless you have a
report from a suitable qualified quantity surveyor. The Tax Office
will not argue with a bona fide Quantity Surveyor’s Report as the
Tax Office have had discussion and agreements with the
Australian Institute of Quantity Surveyors to ensure that members
of this professional body are following all relevant standards. The
cost of having a Quantity Surveyor’s Report prepared is of course
tax-deductible.
Newly constructed real estate
New or near new properties have more available depreciation
than older properties where the previous owners have taken
advantage of most of the available tax-deductions already.

Most of the available tax-deductions are used up in the first five
years of owning the property. This is because you get the greatest
tax-deduction for fixtures and fittings - usually up to around the
20% mark in the first five years. These fixtures and fittings would
include items such as light fittings, furniture, pool pumps, carpets,
curtains, blinds etc.
Of course, depreciation on the cost of construction or the capital
works will last much longer than five years, and in most newly
constructed properties, the capital works deduction will be
written off over forty years. There have been periods of time in
the past when the tax law has changed, and for buildings
constructed during those timeframes, a capital works deduction
was actually allowed over a twenty-five year timeframe.
It is for this reason that new home construction companies really
push the benefits of negative gearing and offsetting high levels of
depreciation in the first five years of ownership to investors with
moderate to high taxable incomes, who believe it is their Godgiven right not to pay tax. Claiming a tax-deduction for
depreciation on investment properties is a way of achieving this,
as explained in more detail in Chapter 4.
Many sellers of house and land packages and new construction
housing supply a Quantity Surveyor’s Report with the sale of the
property. If the seller of a property you are intending to purchase
hasn’t provided you with a Quantity Surveyor’s Report prior to
purchase, it is a good idea to write this into the purchase contract
prior to signing. It is an easy inclusion and most sellers of new
property will agree to paying the additional cost of the report.
Recently renovated real estate
When a major renovation is conducted on a property, the cost of
that renovation is usually a capital expenditure and therefore

depreciation can be claimed on that expenditure. This type of
renovation is different from conducting a repair to the property,
as the cost of a repair is fully tax-deductible in the year of
expenditure. The cost of putting in a new kitchen clearly, is not a
repair, but it is capital expenditure and therefore should be
depreciated, not classed as an expense.
Just like with new construction, it may be possible to negotiate the
cost of a Quantity Surveyor’s Report into the conditions of sale.
This of course will be easier with an ‘investor’ seller, rather than a
‘mum and dad principal place of residence’ seller.
Buying second-hand
If you are buying a residential property which is not new and has
had previous owners, it is advisable to ask the seller of the
property if they ever had a Quantity Surveyor’s Report prepared
on the property, even if it is not newly renovated and if so, ask for
a copy of the report. Clearly this is something you want to do prior
to settlement as your seller will not be as keen to talk to you when
the deal is done. If no Quantity Surveyor’s Report was ever done,
you need to do a quick cost-benefit analysis on whether the likely
tax-deductions arising from having a Quantity Surveyor’s Report
completed, will outweigh the cost of the report.
The main factors influencing whether the report would be
beneficial or not are the age of the building, and whether any
significant renovations have been done within the last five to ten
years.
Depreciation + Effective Life Tables
When a depreciating asset is used to produce rental income, you
can claim a deduction for its decline in value. There are however
different classifications depending on the value of assets.
Purchases under $300

Purchases under $300 in value can be claimed in full in the year of
purchase.
Provided the depreciating asset costs less than $300 and is not
part of a group of assets that add up to more than $1,000, for
example, four components might each cost less than $300 but
together they make up, for instance, an airconditioning unit that
costs more than $1,000. These assets cannot be counted as
individual assets, they must be counted as the whole asset - the air
conditioner in this example. If this is not the case, then they may
be fully expensed in the year of purchase.
Purchases under $1,000
Purchases under $1,000 in value can be claimed at an accelerated
rate of depreciation over four years - by allocating the assets to
add in the value pool. The depreciation rate in the first year is
18.75% and 37.5% in subsequent years.
These expenses can be depreciated according to the purchase
price and a calculation of their effective life. You can either state
the asset’s effective life or use the Tax Office’s Effective Life Tables
for rental properties.
Land
Land is excluded as a depreciating asset because it does not have a
limited expected life. Improvements to land or fixtures on land are
treated as separate from land and thus, a depreciating asset,
regardless of whether the improvement or fixture is removable
from the land or permanently attached.
Calculating deductions
Your deduction for the decline in value of a depreciating asset is
calculated using either the ‘prime cost’ or ‘diminishing value
method’. Both methods are based on the effective life of the asset.
Diminishing Value Method

This assumes that the decline in value each year is the constant
proportion of the remaining value and reduces progressively over
time. The use of this method increases your deduction in the early
years, at the expense of reducing your deduction in later years.
Base value x (Days held / 365) x 200%
Asset’s effective life
Prime Cost Method
This assumes that the value of the depreciating asset decreases
uniformly over its effective life. The use of this method means
that the depreciation deduction is constant over the term of the
effective life of the asset.
Assets cost x (days held / 365) x 100%
Asset’s effective life
Effective Life of a Depreciating Asset
This is the length of time that a depreciating asset can be used by
an entity for a taxable purpose, or for the purpose of producing
income. It takes into account the wear and tear from reasonably
expected circumstances of use, assuming reasonable levels of
maintenance, and has regard for the period within which it is
likely to be scrapped, sold for no more than scrapped value, or
abandoned.
Effective life is expressed in years, including fractions of years. It
is not rounded to the nearest whole year.
For most depreciating assets, you can either make your own
estimate of its effective life or adopt the effective life determined
by the tax commissioner.
These tables are for all freestanding items, sometimes called
chattels or fixtures and fittings. ‘Freestanding’ means items
designed to be portable or movable.

Any attachment to the premises is only for the item’s temporary
stability. ‘Fixed’ means items annexed or attached by any means,
for example screws, nails, bolts, glue, adhesive, grout, or cement,
but not merely for temporary stability.
The effective life of items in the Effective Life Tables as set out by
the Tax Office, can be revised, provided sufficient evidence can be
given to justify the change.
Which method of depreciation should we use?
The selection of the correct depreciation method for you really is a
matter of choice.
Obviously, when you compare the ‘diminishing value method’
with the ‘prime cost method’, the diminishing value method will
give you a much greater deduction in the early years. However,
over time this amount of depreciation deduction decreases,
whereas the prime cost method might be lower in the first few
years, but it remains the same throughout the whole time you own
the asset.
If you're looking for ease of calculation, I'd go the prime cost
method, as you don't have to recalculate how much you can claim
every year.
If you're looking for maximum tax-deductions in the early part of
ownership of property, then go the diminishing value method.
When you consider effective life, again it's really a matter of which
one suits your circumstances at the time. If you believe the
effective life of a particular asset is much shorter than what has
been recommended by the Tax Office, and you can justify your
rationale, then by all means use the actual effective life of the asset
to calculate the appropriate amount of depreciation you believe to
be correct.

I personally don't believe that one method is significantly better
than the others. It is a matter of choice.

Chapter 8
Getting cash credits
for tax on real estate up front
As we have discussed, when you buy an investment property, you
get additional deductions which can be offset against the rental
property income. When we have a net negative gearing outcome
such as the one we are about to describe, the negative gearing
effect can be offset against salary and other income.
If no further action is taken, the tax benefit is not received or felt
until your Income Tax Return is lodged, in which case you can get
the appropriate refund. However, there is a way that you can get
this tax benefit throughout the year, and not have to wait until you
lodge your tax return to get the additional tax saving. You may as
well get the benefit of using the money throughout the year rather
than the Tax Office.
Income Tax Variation
By lodging an Income Tax Variation form, you can notify the Tax
Office that you expect to have expenses that will reduce your
Income Tax liability - such as those resulting from a negatively
geared rental property. To do this you:
1. Estimate how much additional tax-deduction you are
likely to have throughout the year.
2. Lodge the Income Tax Variation form.
3. The Tax Office notifies your employer of your reduced
Income Tax liability and your employer subsequently takes
out less tax from your pay packet.
Let me show you how this works:
Example:

Salary

$

80,000

Investment Property Purchases$ 450,000
Purchase Costs
$ 10,000
Rental Income

$

19,500

Expenses:
Insurance
$
650
Rates
$
1,600
Management Agent (7.5%) $
1,463
Body Corporate Fees
$
1,500
Depreciation
$
4,500
Interest ($460,000 x 7.5% p/a)$ 34,500
Total Expenses
$ 44,213
Net Tax Loss p.a.

$ 24,713

The final figure above would be the tax loss that is offset against
the salary. The result would be as follows:
Example:
Salary
Less Property Tax Loss
Taxable Income

$ 80,000
$ 24,713
$ 55,287

Tax on $80,000
Tax on $55,287
Net Tax Saving

$ 17,547
$ 9,515
$ 8,032

With this figure you would lodge an Income Tax Variation Request
to reduce your taxable income from $80,000 to $55,287.

The Tax Office would then notify the investor’s employer to reduce
the weekly tax withheld:
Previous Tax withheld
Reduced Tax withheld
Savings on Tax withheld

$ 337.00 p/w
$ 182.00 p/w
$155.00 p/w

Note:
- Benefit is gained weekly, not in a lump sum when the tax return is
lodged.
- Calculations exclude medicare levy
In the end, the real cost to own the property is $16,681 or $320.79
per week.
Example:
Net Tax Loss
Less Net Tax Savings
Revised Property Costs
or

$ 24,713
$ 8,032
$ 16,681

$320.79 per week

In this way, you get to utilise the additional cashflow that your
investment property is creating throughout the year. You are not
giving the Tax Office an interest free loan; instead you get the
money you would otherwise be entitled to at the end of the year,
on a week by week basis.
BUT REMEMBER NEGATIVE GEARING IS STILL A LOSS, AND
MONEY YOU HAVE TO FIND EVERY WEEK!
BUY A POSITIVE OR MANUFACTURED POSITIVE PROPERTY AND
IT PUTS MONEY BACK IN YOUR POCKET EVERY WEEK!

So what is rental property income anyway?
Well, apart from the obvious, being the rent received from renting
out the investment property, there are a few other categories
which may surprise you that are classified as income, and should
be included on your Income Tax return.
Rental property income classifications:
• rent received from tenants
• compensation for loss of rent (e.g. an insurance company
payment)
• letting or booking fees
• reimbursements or recoupments (e.g. a reimbursement by
a tenant for the costs of repairs to a property)
• lease surrender receipts
• lease premium receipts
• bond monies retained to cover repairs or cleaning etc.
• profit from sale of a rental property if bought and sold
within a 12 month timeframe (see Chapter 9 - Capital Gains
Tax)
• profit from sale of a rental property, if bought and sold
over a 12 month timeframe (Note: this profit is considered a
capital gain and may be eligible for a 50% Capital Gains Tax
discount )
See Chapter 9 for more information on Capital Gains Tax
Depending on whether the landlord is considered to be in
business or not, receipts such as those for lease surrender may be
ordinary income or capital gain.
Non-income receipts
Bond money lodged by a tenant is not income, so refunds of bond
monies cannot be claimed as an expense. If part of the bond is
retained for repairs or cleaning, the amount kept must be included

as income in the year retained, and a deduction claimed for the
expense incurred in the year that it was incurred.
One off tax credit variations
Sometimes an investor may find that in one particular year
expenses on a property may be extraordinarily high. There might
be a need to do a major repair of the property, or major capital
works may need to be undertaken. This would mean that the
taxpayer’s income for the year, after taking into account real
estate offsets such as negative gearing, could be considerably
lower than in other years.
In situations such as this, the taxpayer could lodge a one-off
Income Tax Variation Request, so that less tax could be taken out
in that one particular year by his employer to compensate for the
extra expenses incurred during this year of extraordinary
circumstances, which would of course be tax-deductible.
When circumstances are returned to normal and the property no
longer requires extraordinary expenses, the taxpayer could
resume either normal taxation from his salary and wage, or revert
back to the normal level of Income Tax variation, to take account
of the operational tax loss on his property.

Chapter 9
Tax-free wealth creation
Living the great Australian dream – owning your own home. For
many years this has been the only wealth creation strategy of the
Australian population. You would work hard to save a deposit
and buy a home that you could live in for the next fifty years and
raise a family. Your interest and repayments were on the nevernever plan, such that you probably paid for the house three times
over and hopefully by retirement age you had paid the rotten
thing off.
Well times are changing. As a population, we only stay in our
home (or our principal place of residence, as we call it, for tax
purposes), on average, for seven years before we either change
location or upgrade to a bigger, better home until we find
ourselves childless and living in a house far too big for our needs.
Then we either downsize or move into a retirement village. Does
that sound familiar?
Regardless of whether this is your only wealth creation strategy
or not, your home or your principal place of residence, is a tax
efficient way of accumulating wealth. Let’s face it, you have to live
somewhere, so you may as well be paying money into your own
pockets rather than paying rent to someone else. The big
advantage with owning your own home is that any of the gain in
value of the property is TAX-FREE.
Historically, over the past 20 years, house prices across metro
areas in Australia have increased on average by 7.5% per annum,
outpacing the general rate of inflation considerably, which is an
average of 3.6%. That means that houses have quadrupled in
value over this period of time!

Irrespective of what the historical growth has been in the real
estate market in Australia, it would be safe to say prices are going
to go up in the future and the cheapest time to enter the property
market is now, and any of the expected further growth is better off
in your pocket than in the landlords! Why not have that gain, taxfree if you live in the property?
Your principal place of residence
When I was consulting in my accountancy practice, I remember a
particular couple who had recently moved to the Sunshine Coast
from New Zealand. They were a young retired couple with lots of
energy, get up and go, and a real zest for making money and life in
general. They loved gardening, and turning a house into a home,
so several years back they took this talent and turned it into taxfree profits.
The first home they bought was a brand-new spec home, built by
one of the project builders. They purchased the property prior to
completion, and asked that only basic landscaping such as
driveways and paths be completed. Over the next couple of years
they went about establishing gardens, putting in a pool, and
basically turning the shell of the house that they had purchased,
into a home. Obviously, a couple of years down the track their
property was worth more because of the time and effort they had
put into improving their home.
They did also experience general capital growth in the area as
they were smart in selecting a property which was in Stage 1 of an
11 stage development, with big advertising and marketing dollars
behind the development. This meant that their property
increased in value simply as a result of the marketing campaign of
the developer. These two factors combined, meant that they were
able to sell their property a couple of years later for a substantial
profit - to the tune of around $250,000.

The couple kept themselves on a relatively tight but comfortable
budget, and had worked out they needed $50,000 a year to cover
their lifestyle in retirement. On the sale of their home they
replaced their reserves, or savings, with $100,000, being their
living expenses over the past two years. The $250,000 gain that
they made on the sale of their home was of course tax-free, as
profits made on the sale of your principal place of residence are
tax-free.
The couple then had an extra $150,000 in the kitty to reenter the
market and do it again. They reentered in Stage 3 of the eight
staged development. They recontracted the same project builder
who had built their first home. They modified their original plans
slightly to reflect improvements to suit their lifestyle, which they
clearly recognised from living in the previous house design for
those two years. Again they elected to have only minor
landscaping completed by their builder, and again they set about
turning their shell of a house into a home.
Within about 18 months, they had done all they could in the way
of furnishing, landscaping and gardening and decided they were
bored and needed to move on to a new project. Well, what do you
know? The weight of the developer’s advertising and marketing
budget had again pushed the value of their property higher. Their
improvements and homemaking meant that their home was again
worth about $200,000 more than it had cost them.
As previously, they took out their living expenses over the past 18
months totalling $75,000 and replaced their kitty. The remaining
$125,000 was put back into consolidated revenue/savings, taxfree. In effect, this motivated, retired couple had gained 5½ years
worth of living expenses by being sensible, tax efficient and
proactive, just by doing what they loved - primarily gardening.
The couple decided to purchase another block of land at this time
to build what they considered their dream home, but also to use

some of the money they had made and take a six-month trip
around Australia, something they had dreamed of doing for many
years. No doubt, on their return the couple would have started all
over again.
Interestingly, I spoke to them before they left about the possibility
of them writing a journal of their travels as a sort of self-help
guide for retirees on a budget doing a simple trip. They knew of
course, what this would have meant for them tax-wise. If they
proceeded to write the journal or book on their return and publish
it for sale, a great percentage of their expenses related to their trip
around Australia would have been tax-deductible against the
income received from the sale of the book.
See how it all starts to fit into place, and by being a little bit savvy,
means you really can turn your lifestyle into a business, save
yourself some tax, make yourself some money and have a really
good time doing it.
Dangers of trading in your principal place of residence
There are some dangers associated with the strategy that was
employed by my motivated retirees above. That is, if the Tax
Office deems you to be in the business of ‘trading’ in your
principal place of residence, they can not only go back and
reassess previous tax returns, but they can charge you fines and
penalty interest on any tax that they deem you should have paid
on the profit from the sale of your principal place of residence
which would have otherwise been tax-free.
Whoa! What do I mean by that, you may ask?
Well, basically, if the Tax Office sees that you are buying and
selling and making a profit on your principal place of residence
within short succession, they will deem you to be in the business
of trading in your principal place of residence, and therefore tax
you on any of the profits you make as a result.

I guess the real question is: “What defines trading in your
principal place of residence?” and “What defines moving from one
residence to another for private reasons and is there a specified
timeframe for that happening?”
Firstly, let's deal with the definition of trading in your principal
place of residence. The Tax Office has not laid down guidelines
which specifically say ‘x’ period of time is considered appropriate
to own a property that you live in before selling it at a profit. Nor
has it indicated how much of a profit you are able to make on a
principal place of residence before tax could be deemed payable.
Secondly, the Tax Office has not specifically outlined what private
reasons could be considered reasonable for selling a property at a
profit.
So what's the poor “mum and dad” property owner or motivated
retirees meant to do? Well that's a tricky one. I've known
homeowners to sell a property because after purchasing it they
find they don't like the next-door neighbours, or someone in the
family is allergic to the Jacaranda tree in the backyard, or the soil
isn’t fertile enough to grow vegies in, or they wanted to live closer
to the family. Subsequently they turn around and sell property in
relatively quick succession and make a profit on the deal. There is
nothing wrong with any of these situations, and profits, rightly,
should be tax-free.
The real area of doubt comes when this practice happens over and
over again, because it is then that the Tax Office has justification
for querying a homeowner’s real intent for selling a particular
property. Was the decision-making process motivated by profit or
was the decision motivated by some other private reason?
If you are someone who has bought and sold your principal place
of residence a number of times in quick succession, or you know

of someone who has, I highly recommend you make an
appointment with your accountant and tax adviser sooner rather
than later, and discuss your personal circumstances and any
potential tax risk with them.
If the buying and selling of the principal place of residence
incorporated actually building a new residence, not just
renovating an old one, then not only could you be up for
additional Capital Gains Tax on the profits, plus back taxes and
penalties over previous years, but the homeowner could also be
up for GST on the sale price of the properties as well. Now that's
when it really starts to get nasty.
See my chapter on GST and new residential property later in this
book.
If at some point a homeowner decides that he or she is on a pretty
good wicket and likes making money out of improving their
principal place of residence, and wants to turn the process into a
business, they should then look at setting up a structure from
which to run the business.

Chapter 10
Investor versus Trader
There are subtle differences that can make one strategy much
better than the other, just in the way your business is structured.
At this point, I think it's appropriate to discuss the difference
between being an investor and being in the business of real estate
(being a trader or dealer).
Whether you are an investor or a trader can have very different
tax implications, but first you need to define which one it is that
you are.
Investor
An investor will generally purchase properties for long-term
investment purposes, generating an income through rent or an
eventual capital gain. They hold on to their real estate for
prolonged periods of time and only make a few real estate
transactions every year.
You are defined as an investor if:
• You purchase real estate as an investment from which to
produce income through rent or capital gain.
• You improve real estate in order to take advantage of
increased equity rather than for resale.
• You produce income through rent rather than resale.
• Your real estate sales or purchases are few or irregular.
• You hold real estate for long periods of time.

• You don’t generate income solely from buying and selling
real estate.
Tax benefits for the investor:
• Any profits made from the sale of a property after 12
months of ownership will be concessionally taxed as a result
of the 50% Capital Gains Tax exemption.
• Expenses relating to the operation of the investment will
be tax-deductible.
• For financing and refinancing your assets will be treated
as long-term assets and loan to valuation ratios (LVR) may
be higher. This means investors may potentially be able to
borrow more as the financial institutions expect the investor
to hold the assets over a longer term.
Trader / dealer
A trader/dealer will be the opposite. They will purchase real
estate with the purpose of developing, subdividing, strata titling
or improving the property, or to onsell the property quickly to
another purchaser for an immediate gain. They dedicate most of
their time to seeking out or developing properties and the
majority of their income will be attributed to these activities.
You are defined as a trader if:
• You are purchasing or selling large quantities of real
estate.
• Spending most of your time sourcing, purchasing or
developing real estate.
• The majority of your income is generated through real
estate development and sales.

• You buy real estate with the intention of subdividing,
constructing or improving homes to sell.
• You maintain staff to facilitate sales or improve real estate
purchased.
• You turn over properties frequently and quickly.
Tax benefits for the trader:
• Whilst the profit on sale of any property held for greater
than 12 months will not be entitled to 50% Capital Gains Tax
exemption, any expenses related to the acquisition, purchase
or operation of the property will be fully tax-deductible.
• The costs associated with finding and acquiring the
property would not be considered a capital cost and will be
fully deductible against operational income.
• All associated expenses with running the business such as
motor vehicles, home office, staff, consultants etc., would all
be fully tax-deductible.
• Any GST credits for running the business could be offset
against the GST payable on the sales made via the business,
i.e. the sale of real estate.
Can you be both a trader and an investor?
Yes, you can have properties that you keep for the long term and
rent or improve and allow to appreciate in value, while you
purchase others with the intention of turning them over quickly
and taking advantage of immediate gains.
The important thing is to keep these different types of property
investment segregated in your portfolio so that you can take

advantage of the different tax benefits that apply to each. You
should consider owning the investments you intend to keep longterm in separate legal entities from the properties you intend to
turn over quickly for a profit.
This way the structures that hold your long-term assets would
typically not be registered for the GST unless the property owned
is commercial and turning over more than $75,000. The structures
that are in the business of trading in real estate at a profit would
be registered for GST and would be set up to claim all of your
operational expenses associated with running a business against
the profit that the business earns. I call this trust a ‘flipper trust’.
Your structure would look something like the following diagram.

When you get down the track a bit

As you acquire more investment properties you will inevitably get
annoyed at having a separate bank account for every trust – not to
mention the additional bank fees. Whilst this is better and easier
for accounting purposes as it keeps the income and expenses for
each property completely separate and identifiable, it can get
cumbersome.
At this stage, it is probably time for you to have an ‘admin trust’.
This is not an asset protection vehicle, it is more of an accounting
vehicle. The admin trust would have the bank account and receive
all the rent from all the investment properties and would pay all
the expenses for all the investment properties, including interest.
From an accounting perspective having the admin trust means
you now have to keep a full accounting system and update it at
least monthly, if not weekly. You need to be able to code every
rent cheque and every expense to each property. Conversely,
when you are accounting for each individual trust through their
own bank account, a once a year bank reconciliation and summary
is normally sufficient.
Just like the admin trust, the flipper trust will also need a full
accounting system and book keeping.
The admin trust structure might look something like this.

Wrapping
One strategy that has become particularly popular over the last 5
to 10 years is a strategy commonly called ‘wrapping’. This
common name is not quite accurate as there are a number of
different types or contracts and styles of investing in this category,
and better terminology would actually be ‘vendor financing’, or
‘lease optioning’ or ‘rent to buy’. But so as not to complicate
things I will refer to them as wrap deals.
You may ask; “Why am I talking about this kind of deal in a tax
book, isn't this a property strategy?” Well, the reason behind this
is that wrap properties are treated as trading stock, therefore the
income earned, both on the backend profit and the positive cash
flow per month, is treated as ordinary income.

Having the income treated as ordinary income will also mean that
any expenses related to earning that income will all be fully taxdeductible against the income. Expenses incurred whilst
searching for a property, negotiating with agents, travelling to
open a property for viewing, would all be examples of fully
deductible expenditure against the wrap income.
Wrapping is a strategy that renders assessable income, not as
capital gains, but ordinary income. Those individuals, companies
or other structures who earn their income through wrapping,
would be treated as traders or dealers, or in the business of real
estate. This means of course, that any expenditure directly
associated with the income earned from running the business of
wrapping, will be tax-deductible.
Those in the game tend to have other names for the strategy such
as; vendor financing, lease options or even instalment contracts.
Whilst all these names refer basically to the same thing, they
actually have quite different tax consequences.
Let's first look at what wrapping actually means.
Wrapping a property is the process of buying a property, usually
significantly under market value; sometimes fixing it up (more
often than not), and then selling the property to another party
who would not normally be able to borrow the money from
conventional lenders to buy the property.
You may well ask; ”How does the seller get his money?” Well, the
seller actually loans the incoming buyer the money, but the title
on the property doesn't transfer to the new incoming buyer until
such time as he is able to pay the full amount of the purchase
price.
Let me walk you through a real example that a friend of mine did
in Caboolture, Queensland:

My friend purchased a property in Caboolture for $112,000 years
ago. He was a smart negotiator and used a strategy I call the
‘scatter technique’ to purchase the property. The real value of the
property, which was confirmed by a bank valuation, was $135,000
at the time (today the property is probably worth $320,000).
Because the property was purchased clearly under market value,
the property was able to be refinanced immediately on a loan at
80% of $135,000 ($108,000). This meant my friend's total outlay
on the property was just $4,000 (plus costs).
He put a little advertisement in the newspaper - 3 lines and he
received 60 calls. He found a couple who had had a bad
experience with banks previously. They had a bit of a mark on
their CRAA or credit rating from something that had happened a
couple of years earlier and consequently were not in a position to
borrow through the normal banking channels.
They did however have a deposit ready of $15,000 which they
paid to my friend. At this point my friend is now $11,000 (the
deposit less purchasing costs) better off in his pocket. He on-sold
the property under a wrap contract, or more precisely, rent to buy
or lease to buy contract, for $150,000. This meant the new
purchaser coming in still had $135,000 left to pay on his vendor
financing loan. Let me show you how the figures worked out:
Example:
Caboolture
4Br, 1 bath LUG, 650m2 block
Purchased
Revalue
(80% loan = $108,000)
Deposit Paid

$ 112,000
$ 135,000
$ 12,000

Advertisement placed in paper – 60 calls
Sold
Wrap deposit taken

$ 150,000
$ 15,000

Now remember, I said the property actually doesn't change hands
from a title perspective. This means my friend still legally owns
the property and therefore still holds a mortgage on the property
of $108,000. He does however have a contract which is legally
binding and unconditional, to sell that property to the new owners
at an agreed price of $150,000 less the $15,000 deposit which he
has already collected. Incidentally, the $15,000 deposit was
immediately released to my friend for use - not held in trust for
years and years.
The repayments the new owner made to my friend were
effectively loan repayments or rent with the option to purchase or
lease to buy on the property on his outstanding amount of
$135,000.
This is how the numbers panned out:
Example:
Profit upfront

$11,000
(less costs)

The new owner’s loan was
at a vendor finance rate of
which equated to

$135,000
8.57%
$964 /month

My friend’s loan was for
at bank rate of
which equated to

$108,000
5.97%
$537 /month

Positive Cash Flow per month$427 /month
Profit on refinance by buyer $27,000
This obviously meant that my friend now had a positive cash flow
of $427 per month. Plus he was guaranteed a profit at what we
call the ‘backend’ of the deal, of $27,000 when the property was
eventually either sold or refinanced.
Now, we're not necessarily talking about little cruddy old houses
either. This is a picture of the actual house my friend purchased:

Now, you may be wondering, why on earth would anyone buy a
house for $150,000 when it's only worth $135,000? To answer
this you have got to remember that these people wouldn't have
been able to buy a house otherwise, or at least that’s what they
believed. This was an opportunity to buy a house in an area they

believed would have more growth, plus the ability to be able to
add an extension to the house, fix it up, repaint it, put in a new
kitchen, do anything they wanted to the house as if it were their
own (because it is their own). This meant that they would be able
to either refinance or sell the property, probably relatively
quickly, if they chose to. They would certainly have the
opportunity to bring the house up to at least the $150,000 and
potentially more.
Let's have a quick look at what type of people might be looking for
a wrap style deal.
What type of person does ‘Wraps’ suit?
•
•
•
•
•
•
•
•
•

Self employed with low taxable income
New business owners
New migrants
Those with CRAA issues
Those with mainly Social Security incomes
Young people needing a kick start
Those who have trouble saving
Ex-bankrupts
New divorcees starting over

Conversely, the types of people who would be interested in
owning a wrap property would include the following types of
investors.
Who do ‘Wraps’ suit as a ‘Wrapper’?
• Investors seeking strong cash flow
• Investors prepared to actively manage their wrappees –
especially in the beginning
• Need to have a strong personality
Possible wrap outcomes

With a wrap property there are really only three possible
outcomes:
1. They stay and pay
2. They refinance or sell
3. They don’t pay and you have to EVICT
Types of wraps
There are three types of wrap contracts;
1. An instalment contract or vendor financing contract
2. A ‘rent to buy’ or ‘lease to purchase’ contract and
3. A lease option contract
Instalment Contracts or Vendor Financing contracts
An instalment contract or a vendor financing contract has never
really been very popular in Australia, certainly not as popular as it
is in the United States. The reason behind this is because of our
Capital Gains Tax laws. The property is effectively, sold
immediately. Then just like a bank finance contract, the investor
takes a mortgage over the property and vendor finances the new
buyer into the deal.
This means that Capital Gains Tax will be payable immediately
because the sale has taken place, even though our investor hasn't
actually received the money for the sale. You can see why this
type of contract isn't popular amongst investors. Legislation on
instalment contracts does vary from state to state, but the taxation
implication does not.
Rent/Lease to Buy Purchasing
A ‘rent to buy’, or ‘lease to purchase’ contract means that part of
the rent being paid by the potential new purchaser is being set
aside as a partial down payment on the property. Typically these
contracts might be two years or five years in length. It's basically

like a mandatory savings plan with the right to purchase the
property at an agreed value within a specified timeframe.
These contracts can be quite complicated and typically suit
properties in medium to high growth areas. The future profits for
the investor are locked in, and sometimes the proportional option
fee is scaled in accordance with how long the option contract
exists before being exercised.
From a tax perspective, the positive cash flow is clearly income,
but for Capital Gains Tax purposes, a sale does not take place until
the option contract is exercised. These styles of contracts are
popular with some investors, but most tend to find them too
complicated to understand and explain to a potential buyer or
wrappee.
Lease Option Contracts
Lease option contracts are certainly the most popular and
probably suit the Australian Tax Laws the best. They basically
have rental payments that mirror image standard principal and
interest loan repayments within the first five years. Most
contracts range from two to five years and have a provision that
any maintenance issues are dealt with by the tenant/potential
buyer.
Backend profits or refinance profits are locked in and will be
counted as a sale for Capital Gains Tax purposes when the
refinance and/or sale of the property takes place.
When it comes to any form of wrap, my personal preference is to
own the property long-term as I believe in the long-term the cash
flow will outstrip the short-term extra cash flow you might be
making on a wrap, and the long-term growth on the property will
far outweigh the short-term backend profit locked in under the

contract. However, you must remember that when it comes to
investing, I have a motto that I live by:
My Motto:
Real wealth comes from accumulation not trading!!!!
Trader / dealer expenses
When you are in business, any of your operational expenses
associated with your business will be tax–deductible. This means
any expenses that you need to incur to run the business will be a
direct tax-deduction against the income of your business. So if
you are in the business of trading in real estate, any expenses you
need to incur to run this business will be tax-deductible against
the profits you make from selling your trading stock – which in
this case is real estate.
Let’s go through some of the more common expenses which
would now be tax-deductible to your real estate trading business.
Car expenses and substantiation
There are four different methods of substantiating car expense
claims. The requirements for each method are different, resulting
in higher or lower claims depending on which method is used. A
taxpayer must generally choose one of the following methods,
unless an exemption applies:
1. Cents per kilometre method
2. 12% of original value method
3. 1/3 of actual expenses method
4. Log book method
The rules apply to most motor vehicles as well as vehicles that
carry a load of less than one tonne or less than nine passengers. A
taxpayer can choose only one of the four methods for each car in

an income year to claim the expenses, and of course, it is
advantageous to choose the method which gives the highest claim.
The method chosen can be changed, as long as the taxpayer is
entitled to claim deductions under this alternative method. Let us
look at some examples using these methods:
Cents per km method
With this method, the taxpayer does not need to substantiate any
of these car expenses. The car expenses are determined by the
business kilometres travelled during that income year.
The maximum kilometres that can be claimed per car is 5,000.
This should be based on a reasonable estimate, as no
documentation needs to be kept with this method.
The claim is calculated as follows:
Business km
travelled
x
Rate based on engine capacity
(limited to 5,000km in the income year)
Cents per Km method
This method can also be used for 2 or more taxpayers who own
the same car, both of whom use it separately for business
purposes. Each taxpayer is entitled to use this method to claim
their separate deductions.
12% of original value method
With this method, car expenses do not need to be substantiated,
but the method can only be used if the car has travelled more than
5,000 kilometres in the course of doing business.
The taxpayer can claim 12% of the cost of the car upon purchasing
or leasing, up to that vehicle’s depreciation limit. If the owner is
registered for GST, they may also be able to claim input credits.

1/3 of actual expenses method
The 1/3 of actual expenses method is based on the actual business
kilometres exceeding 5,000 kilometres in an income year.
With this method 1/3 of the car expenses, including operational
expenses and depreciation, can be claimed by the taxpayer as long
as those expenses can be substantiated. Luxury leased vehicle
expenses cannot be deducted using this method. Deductions are
limited to depreciation and finance charges.
It is not necessary to substantiate fuel and oil expenses providing
the expenses are based on a reasonable estimate of the kilometres
travelled.
Log Book method
For the log book method, the car must be either owned or leased
by the taxpayer and can be used whether the vehicle travels 5,000
kilometres or not.
All of the car’s expenses must be substantiated by the taxpayer if
using this method, including registration, insurance, repairs,
services, fuel, depreciation and leasing charges.
When using the log book method, the taxpayer must keep a log
book through which the deductions are determined by calculating
the percentage of travel which is business related:
Business km
Total kms

x

Total Car Expenses

Keeping a log book
A log book must be maintained for a continuous 12 week period in
an income year, in that first year of business. The taxpayer can
choose the timeframe in which the log book is to be recorded
providing the weeks are consecutive. If claiming for more than
one car, the log books for the individual cars must be recorded in

the same 12 week period. This only needs to be done once every 5
years unless a notification is sent from the Tax Office, or you
acquire a second car or the percentage of your claim has changed.
The log book must record all relevant information related to the
journeys, including but not exclusive to, when the period starts
and ends, total kilometres travelled, the business percentage,
where the trip was made to and the various odometer readings
related to all of these trips.
Home office expenses
Home office expenses can be made if the taxpayer can
substantiate that part of the home is being used for business
purposes without being an actual place of business. The expenses
can be claimed as either the actual expenditure or an estimated
expenditure, in which case a diary will need to be kept for a four
week period to record the pattern of expenses so the home office
percentage can be calculated. This will need to be done every
year.
Expenses which can be included are running expenses of the
home office such as electricity, gas, office furniture depreciation
and other expenses incurred during the course of business.
Telephone expenses identified from the phone bill as business
expenses, are also deductible, as are expenses such as rent, rates
and home insurance. When operating from a principal place of
residence, care must be given when claiming these expenses as it
may affect exemption from Capital Gains Tax if the home from
which the home office is running, is later sold.
Claiming the cost of travel expenses
Most investors get confused about when travel expenses can be
claimed as a tax-deduction. These expenses can be broken down
into two categories; pre-property purchase and post-property
purchase.

Pre-property purchase
You cannot claim the cost of travelling to search for a property to
buy. These expenses are essentially capital, and therefore are not
deductible, and they are also not included in the assets cost base
for Capital Gains Tax purposes. These expenses cannot be used
for any part of a capital works claim either.
Post-property purchase
Once the property is purchased and is income producing, travel
expenses incurred whilst inspecting the property or conducting
repairs, collecting rent or negotiating with managing agents will
all be tax-deductible. If your property happens to also be in a
place where you choose to have holidays, and your property
inspection coincides with a family holiday, then only the
incidental costs to inspect the property are tax-deductible.
When investors make the leap between being a real estate
investor and running a real estate investment business, their real
estate investment business starts to be treated like any other
business, where the parading expenses of the business are all taxdeductible. I mentioned this here, because as a serious investor
running a real estate investment business, you would also be
entitled to claim travel allowances for your employees, even when
you are the employee yourself.
TAX ALERTS
Travelling deductions being wasted!!!
This is a very interesting piece of the Australian Taxation
Legislation and one that gets overlooked – much to the detriment
of taxpayers.
People often travel as part of their business activities including
the business of being a real estate investment business. The
following rules apply when claiming for business travel expenses

incurred inside or outside Australia. These rules apply to selfemployed persons, partners and employees alike.
All taxpayers, except employees who receive an allowance from
their employer, must obtain documentary evidence of their
business travel expenses if they are away from their ordinary
residence for 1 night or more. If the person is away from their
ordinary residence, either overseas or domestically, for 6 nights
or more, additional records must be maintained.
Travel Allowances versus Travel Expenses
The Australian Taxation Office requires that the following
information be recorded in a diary or similar document:
•
•
•
•

the nature of the activity
the day and approximate time that the activity began
how long the activity lasted, and
where the activity was engaged

Only business activities need be recorded in the diary. However,
(and this is where things really start to get interesting), no written
evidence and no travel records are required for travel within
Australia if the employee receives a travel allowance and claims
no more than the amount considered reasonable by the Tax Office.
Think about that! If you are away from home on business
overnight, you are able to claim a deduction for a travel allowance
in your Company without the need for substantiation, provided
the claim does not exceed the amounts stipulated by the Tax
Office.
Reasonable amounts are determined by the Australian Taxation
Office and are the maximum claims that can be made without the
need for written evidence.

Claims up to the reasonable amounts limit are allowed without
receipts or other written documentary evidence, but only if an
allowance was received from the employer. If no allowance was
received, or a higher claim is made, then all expenses must be
substantiated.
The reasonable amounts limit is tied to the employee’s salary
level. Therefore, a record must be maintained of the salary level of
the employee at the date the travel is undertaken.
This is an incentive for persons operating companies to pay their
travel expenses as an allowance to themselves as employees of the
company.
Under these rules, it is the expenditure that must not exceed what
the Tax Office considers reasonable. This means that employers
can pay higher allowances to their employees and the
substantiation exemption will still apply, provided the employee’s
claim is limited to the ‘reasonable amount’ and the amount paid as
an allowance is bona fide and paid to cover specific travel in
performing duties as an employee.
Travel expenses do not include motor vehicle expenses, however,
taxi fares (or similar expenses) and motor vehicle expenses are
treated as travel expenses if they relate to overseas travel. As a
general rule, an allowance is treated as being for travel if the
period away does not exceed 21 days. For longer periods, the
payment may become a living away from home allowance.
Verification
In some circumstances, the Tax Office may still require an
employee to show that they are entitled to the substantiation
exception, the reasonable rate used, and the entitlement to a
deduction as outlined in this section of the Act. That could mean
showing that actual work related travel was undertaken, a bona
fide travel allowance was paid, the claim is below the reasonable

amount for the destination and that commercial accommodation
was used.
The nature and degree of evidence required will depend on the
circumstances, e.g. the circumstances under which the employer
pays allowances, as well as the occupation of the employee and
the total amount of allowances received and claimed during the
year.
Tax Return
Neither the allowance nor the expenses have to be included in the
employee’s tax return if the allowance does not exceed the
reasonable amounts and has been fully expended on the
deductible expenses. If an amount less than the allowance has
been expended, then the employee’s Income Tax return must
include the allowance and the expenses claimed. If a deduction is
claimed, then the allowance must be included in the tax return.
Similar substantiation exceptions exist for international travel, so
speak to your accountant about these if you travel overseas for
business purposes.

Chapter 11
The tax that gets you when you sell!
Capital Gains Tax and real estate
An investor is liable for Capital Gains Tax if a rental property that
has been acquired after the 19 September 1985, is sold, and the
proceeds exceed its cost base.
The cost base of the rental property is calculated as follows:
• the purchase price of the property
• incidental costs involved in purchasing the property (these
incidental costs would include expenses such as valuation
fees, Stamp Duty, remuneration for professional services,
transfer costs, advertising etc.)
• other costs incurred in owning the property which have
not been deducted previously
• capital expenditure or improvements to the property
which have not been expensed as a repair
• capital expenditure to establish, preserve or defend the
title to the investment property
Example:
Property Sale Price

$ 300,000

Property Purchase Price
Stamp Duty
Agent Sales Commission
Legal Fees - Purchasing
Legal Fees – Selling

$ 180,000
$
8,975
$ 10,000
$
1,200
$
1,200

Total Costs

$201,375

Capital Gain

$ 98,625

Two methods for calculating Capital Gains Tax
There are two methods for calculating Capital Gains Tax; the
indexation method and the 50% discount method.
50% Discount Method
To be eligible for the 50% discount on Capital Gains Tax the
investor must have owned the property for more than 12 months.
The 50% discount is applied to the profit margin between what a
property is sold for and the calculated cost base.
For example, on the above calculations, under the 50% discount
method the taxpayer would pay tax on half of the $98,625 profit
i.e. $49,313.
Indexation Method
The indexation method takes into account the CPI increase in the
cost base of the property. The Tax Office has laid out indexation
standard factors for each quarter since Capital Gains Tax was first
legislated in September 1985. Basically, the Tax Office allows for
the inflation effect on the increased value of your property.
The Tax Office made another change in September 1999 which
basically made the indexation method obsolete. It effectively
froze any cost based indexation as at 30 September 1999 and is
only available to purchases obtained prior to this date, and held
for at least 12 months prior to this date.
The taxpayer can choose between the 50% discount method or
the indexation method. Given the property price boom that we
have experienced since the year 2000, it is in most people’s
interest not to choose the indexation method but instead work out

the Capital Gains Tax based on the 50% discount method. It is for
this reason that I have focused on the discount method.
17 Essential Capital Gains Tax tips
1. Paper Work can save you Dollars!
Keep records of every circumstance or event that may be relevant
to working out capital gains or losses. In all my years as an
accountant, seeing clients year after year, the biggest waste of
money came from clients not keeping enough reliable evidence to
support valid deductions.
When it comes to property ownership - records must be kept for 5
years after the relevant time associated with the property. This
means for 5 years after you sell a property. If you hold a property
for 10 years, you have to keep all the records associated with the
property from the time of purchase to 5 years after you sell it.
Also keep records of other tax matters besides Capital Gains Tax
(e.g. capital allowance claims, depreciation and GST matters) as
these can also be relevant in calculating capital gains or losses.
The best way to do this is to record all information pertaining to a
property in an Asset Register, and keep copies of all documents
such as renovation receipts, purchase statements, loan costs etc.,
with your Asset Register.
See my website for the ‘Asset and Ownership Register’.
www.dymphnaboholt.com.au
2. Planning the right time to sell
If possible, plan to sell your property in the year when your
Income Tax from other sources is lowest. Even consider delaying
transactions in one tax year and entering into them in the next tax
year to defer or lower your total tax bill.

If a capital gain is made in one year, consider liquidating assets
which might realise a capital loss as the capital gains from one
asset can be offset against the capital losses of another.
For example, if you sell property that has a capital gain and you
also own some shares which may have gone down in value, you
may wish to sell the shares in the same year as you sell the
property, and offset the gains from the real estate against the
capital losses from the share portfolio. Even if your investment
decision is to hold onto the shares for the long term, you can
simply buy the shares back at the low cost base and defer your
Income Tax liability to future years when your Income Tax rate
might be lower.
By deferring your tax liability in this way, you get to use the Tax
Office’s money for a longer time interest free! Additionally, with
the use of superannuation, you may even be able to defer and
reduce the tax liability.
3. Who owns the property can make a big difference!
Not all owners are treated the same for tax purposes. If you own
an investment property either as an individual, a trust or in a
complying superannuation fund, you are entitled to the
concessional Capital Gains Tax treatment. This means you are
entitled to the 50% Capital Gains Tax exemption. Companies on
the other hand, are not entitled to the 50% Capital Gains Tax
exemption and pay tax at the company tax rate on the total
amount of profit made from a sale.
Where Capital Gains Tax assessable assets are owned by an
individual, discretionary trust or complying superannuation fund,
consider holding them for at least 12 months, so that the Capital
Gains Tax discount can be used on sale.

Unit trusts on the other hand are fixed trusts and are mostly
treated the some as companies for Capital Gains Tax purposes,
and would not be entitled to the 50% exemption.
4. You don’t get the discount if you are trading
The 50% Capital Gains Tax exemption does not apply to entities
that are in the business of trading real estate. When in the
business of trading, or buying and selling at a profit, real estate
properties are considered trading stock and will not be eligible for
the 50% Capital Gains Tax exemption. Any profits made from the
sale of these properties will be treated as ordinary income, and
taxed accordingly.
5. Tax deferral catches up with you eventually
When disposing of a rental property it is necessary to account
separately for depreciating assets sold with the property. These
assets when used solely for income producing purposes are
subject to a separate balancing adjustment and do not come under
the Capital Gains Tax legislation. Any profits or losses made from
the sale of these items will be assessed as ordinary income or
losses.
6. Contract date to contract date - not settlement date to
settlement date!
To qualify for the 50% Capital Gains Tax exemption an investor
must hold the property for a period of 12 months. Ironically, the
12 months does not go from settlement date to settlement date. It
is calculated from contract date to contract date. This means that
the time between the date you sign your original purchase
contract to the date you sign a contract to sell must be over 12
months i.e. 12 months and one day, in order to get the 50%
exemption.
7. Principal place of residency exemption
A principal place of residence (PPR) is exempt from Capital Gains
Tax. The definition of a home can include a house, cottage, unit,

retirement unit, caravan, houseboat or even a mobile home.
However in this country, you are only allowed one principal place
of residence, unlike in other countries like the United States where
you can own multiple.
8. The Six-Year-Rule
If an investor initially lives in their nominated home as their
principal place of residence, but for whatever reason chooses to
leave the property and rent it out for a period of time, they can
still maintain that property was their principal place of residence
and therefore the property remains exempt from Capital Gains
Tax, for a period of up to six years, provided they do not have
another nominated principal place of residence during that time.
It is irrelevant whether that property is used as a rental property
during the six-year timeframe. This section of legislation is
commonly known as the six-year-rule.
The six-year-rule can be extended for another six years every time
the owners move back into the property and reclaim it as their
principal place of residence. Remember, the six-year rule can only
continue to apply if the owner does not have another nominated
principal place of residence.
9. The six month transitional rule
When you change one principal place of residence for another, by
either selling one and buying another or by changing your
previous principal place of residence to an investment property
and acquiring another, you can only hold both of the properties as
your principal place of residence for a period of up to six months.
This is called the ‘transition’ phase. Other than during this
transition phase, you are only allowed to have one principal place
of residence at any one time.
If you decide to keep your previous principal place of residence as
an investment property, it is prudent to have the property valued

at the time of change as capital gains will start to be taxable from
that time and therefore calculated from that valuation onwards.
10. Home business tax-deductions catches you when you sell!
When you run a business from home, you are entitled to claim
part of the costs of owning the home as a tax-deduction against
the business. Conversely, when that property is sold – part of the
sale profits will be subject to Capital Gains Tax. Clearly, this can
be a double edged sword.
11. Size is important!
The exemption for Capital Gains Tax for a principal place of
residence is restricted to properties of a maximum land area size
of 5 acres or 2 hectares. Sellers of acreage properties will
therefore have to pay Capital Gains Tax on profit made from the
remainder of their land. Commercially viable acreage also may be
able to be sold as a going concern.
12. On the wrong side on the law; ignorance is not an excuse.
Some taxpayers, often through ignorance, find themselves on the
wrong side of the law and facing severe tax penalties and back
taxes, by trading in principal places of residence. What does this
mean? Well, particularly in recent years, with the popularity of TV
renovating and home improvement shows, and the growth in the
property market, many home owners have jumped on the
bandwagon. They have either bought older homes, done them up
and sold them at a profit, or built new homes, established them
and sold them at a profit.
Whilst on the face of it there is nothing wrong with this, if you
make a habit of it and do a number of these principal place of
residence profit ventures in succession, it would be reasonable
that the Tax Office could deem you to be in the business of trading
in your principal place of residence. Therefore, the profits you
have made on your previous transaction should have had Capital
Gains Tax paid on them. Believe me, such an unexpected tax bill

with penalties is not only a rude awakening, it may leave the
taxpayer in financial difficulty if the money is not easily available
to pay the tax bill.
The introduction of self-assessment of our tax returns meant
lodging our tax returns became more efficient. However on the
flip side, it also meant more resources were put into auditing tax
returns and taxpayer’s actions. The onus for ‘getting it right’ is
squarely on the taxpayer’s shoulders.
13. What if I inherit great Aunt Bertha’s house?
The main issue when it comes to inherited property and Capital
Gains Tax depends on whether the house was originally
purchased by the deceased pre-20 September 1985 or post-20
September 1985. This will determine the acquired date for the
person who inherits it. These critical dates are the dates when
Capital Gains Tax was introduced into Australia and amended.
Pre-CGT property
Pre-CGT property left to a beneficiary in a Will is deemed to have
been acquired on date of death of the deceased at market value.
Note: If the property sold within 2 years of great Aunt Bertha’s
death then the property is exempt from Capital Gains Tax. This one
little piece of knowledge could save you thousands, or cost you
thousands if you ignorantly didn’t get around to selling great Aunt
Bertha’s house for a couple of years and then find yourself with a tax
bill that could have easily been avoided.
Post-CGT property
Post-CGT property left to a beneficiary in a Will is deemed to have
been acquired on the same date that the deceased acquired it.
Note: If however, the property was Great Aunt Bertha’s principal
place of residence and not an investment property, then her
ownership would be exempt up until her death and would then

start to be assessable for Capital Gains Tax from when it passed to
you upon her death.
14. Joint Tenants and Tenants-in-Common
What’s the difference?
Joint Tenants
Joint Tenants is when an asset is owned equally in joint names and
all owners must be involved with all dealings with the asset e.g.
sale, mortgage, income, liability etc. On the death of one of the
owners, the asset can be transferred to the surviving owner
regardless of the contents of a Will.
This situation normally occurs in family or marital relationships
where an asset can be owned in more than one individual’s name.
In the case of the death of a joint tenant, the deceased person’s
interest in a property passes to the survivor by operation of law.
The survivor is deemed to have acquired the property on the same
date the deceased acquired it for Capital Gains Tax purposes.
Tenants-in-Common
Tenants-in-Common is when an asset is owned in fixed
proportions and can be dealt with by any proportional owner to
the extent of their proportional ownership. E.g. one owner may
choose to sell only their percentage of ownership in an asset. On
death, the owner’s proportional ownership is treated as part of
the estate and dealt with in accordance with the Will.
When dealing with assets held as Tenants-in-Common it is
important to realise borrowings against the asset can only be
instigated by one party to the extent that security can only be
taken against that proportion of ownership, not the whole asset,
unless the remaining owners agree and execute loan
documentation.
15. What about divorce?

Property awarded on divorce through a court property settlement
is deemed to have been acquired on the same date as the
divorcing spouse acquired it for Capital Gains Tax purposes.
This is why whoever gets the principle place of residence in a split
up actually gets more of an advantage down the track than the
spouse who gets the investment property or properties, as the
investment properties come with a Capital Gains Tax liability
when they are eventually sold.
16. What if I build on land I owned pre-CGT?
In this case the building is treated as a separate asset and the
proceeds of the sale of land and building are apportioned between
the building and the land. The profit from the sale of the land
would be Capital Gains Tax exempt and the profit from the sale of
the building would have a Capital Gains Tax liability.
17. Contributing capital gains into superannuation
Capital gains can be contributed into superannuation funds and
thereby reducing Capital Gains Tax payable.
Superannuation funds over the years have become a great tax
shelter and even recent changes to the Superannuation Act have
meant more of the benefit payable when you do ultimately retire,
will be tax-free. The ability to contribute capital gains into a
superannuation fund could mean that ultimately you don't end up
paying any tax on the capital gain at all.
The downside is of course that once money is contributed to
superannuation it must stay there until you are of legal retirement
age, which at the moment, depending on what year you were born,
ranges from 55 to 60. This means your money will no longer be
accessible if you are under this age group. On the other hand, if
you are nearing or past the 55 to 60 age bracket, realising capital
gains and then subsequently contributing capital gains to your
superannuation fund can be a highly tax effective strategy.

Superannuation legislation is very complex and I would highly
recommend you seek the advice of your accountant as part of any
superannuation tax planning decisions.
A quick note on businesses is that not only can business capital
gains be rolled over into superannuation; they can also be rolled
over into another business. If the business has been owned and
run 15 years or more, any capital gain made as a result of the sale
of the business will be totally Capital Gains Tax exempt, as it will
be treated as a superannuation or a retirement gain.

Chapter 12
The hidden killer - GST!
Unless you have had a lot to do with running a business, GST is
probably something you have had little experience with. This
certainly is the case for most real estate investors. Consequently,
and it is not surprising, they often get themselves into trouble by
not understanding their rights and obligations to do with GST.
Let's have a look at how GST affects real estate investments.
The Tax Office separates residential rental properties from
commercial properties, and treats them differently for GST
purposes.
Residential rents
Firstly, residential rents are input taxed and therefore you don’t
charge GST on the rent. Also, the supplier of the premises (the
investor) cannot claim any input tax credits for GST included in
the price of supplies acquired for the rental property (e.g.
insurance, repairs, agent’s commission etc.).
Because residential rents are input taxed and therefore no GST
can be claimed on the expenses that relate to that rental income,
the rental property is really like having a separate little business.
Even if you’re a business owner and are registered for GST and
you are familiar with lodging BAS forms every three months and
charging GST on your invoices and claiming GST on all of your
expenses; you will have to segregate the rental income that you’re
receiving from any of your business income and treat it totally as a
separate business.
The income that you receive (that is, the rent), will not have GST
paid on it. Therefore, when you pay the electricity bill or the
plumber to fix the pipes or anything else, even though they may be

charging you GST on their invoices, you can’t claim any of it. This
is because the expense relates to a piece of residential real estate
that is written into the legislation as being input taxed, therefore
no GST. However, you can claim the total invoice amount (which
includes GST) as a deduction in your tax return at the end of the
year.
Since the supply of residential rents is considered to be input
taxed (no GST is charged on the rental income), no GST can be
claimed on the operating costs such as repairs and maintenance
etc. This also means that the sale of a residential property is
generally input taxed i.e. no GST is payable on the sale.
However, there are two major exceptions to this general principle:
• the sale of new residential premises
• the sale of commercial residential premises
What does the Tax Office mean by ‘new’ residential premises?
The definition of new residential premises becomes very
important, because if a property is classified as new the seller
must remit one eleventh (1/11) of the sale proceeds to the Tax
Office, but on the flip side, they can also claim any GST input
credits against the GST collected.
Residential premises are defined as a new residential premises by
the Tax Act if they:
• have not previously been sold as residential premises
• have not previously been the subject of a long-term lease
• have sustained substantial renovations to the building
• have been built or contain a building that has been built to
replace demolished premises on the same land.

These categories are not mutually exclusive. Provided residential
premises satisfy any one of the categories, they will be considered
new premises for GST purposes.
The Tax Office has outlined some guidelines for when the sales of
properties are considered new residential sales and when they
are not. A summary of these are as follows:
1. Residential premises previously sold as commercial
residential premises
These may still be sold as new residential premises and therefore
may need to have GST collected on sale. For example, where land
had only previously been sold with a warehouse constructed on it
and the building is converted to residential units, the residential
premises would be considered new residential premises. Where a
warehouse is converted to residential premises and the resulting
residential premises have not been previously sold as residential,
or been subject to a long-term lease, sale of the property would
count under the GST legislation.
2. Subdivision of apartments into strata titled units
The process of strata titling an apartment block does not, by itself,
create new residential premises when the new strata titled units
are subsequently sold. The supply of residential units are not new
sales of new residential premises, as the land and the building
together have previously been sold as residential premises and/or
been subject to a long-term lease.
3. New residential premises created through substantial
renovations
This is one of the big areas of major confusion for investors. New
residential premises may have been created through substantial
renovations to the building, and would therefore be subject to GST
should the property be sold. However, there is an exception to the
substantial renovations rule where the renovations occurred

before the 2 December 1998 and the premises were used for
residential accommodation before that date. In this case, the sale
of the premises is not a taxable supply, and the seller will not need
to remit GST on the sale price.
The term substantial renovations as set out in the Tax Act, is
defined as follows:“Substantial renovations on the building are renovations in which
all, or substantially all, of the building is removed or replaced.
However, the renovations need not involve removal or replacement
of foundations, external walls, interior supporting walls, floors, roof
or staircases.”
Whether renovations are substantial or not is to be determined in
the light of all the facts and circumstances. For substantial
renovations to occur for the purposes of the GST legislation, the
renovation needs to satisfy the following criteria before it is
necessary to make further inquiry to establish whether the
renovations are substantial:• The renovation needs to affect the building as a whole, and
• The renovations need to result in the removal or
replacement of all or substantially all of the building.
Where one of the above criteria is not satisfied, substantial
renovations have not occurred and no further inquiry needs to be
made. For renovations to be substantial they must directly affect
most rooms in the building. If only part of the building is affected
by the renovation it would not constitute substantial renovation.
Whether the renovations made to any particular home will
constitute substantial renovations is a question of fact to be
determined in each case. The ATO is currently developing a draft
ruling on this subject.

4. Changes in land size
Where land includes a residential building and is subdivided into
two or more lots, and where the land and residential building
together have previously been sold or been subject to a long-term
lease, even though the land size may have reduced, the sale will
not be subject to GST. Subdivision of land will not create new
residential premises on its own. However, the supply of vacant
land may in fact be a taxable supply in its own right and therefore
still be subject to GST upon sale.
5. Removal and relocation of buildings
Where a house has been relocated from one block of land to
another, the sale of the old building on the new block of land
would be subject to GST, as that house and that block of land have
not previously been sold together. If however, the house was
relocated from one part of the land to another, and the original
house had previously been sold with the previous block of land
then the sale would not be subject to GST.
6. When new premises are kept for 5 years and rented out
There is an exception to the normal rules for new premises and
that is if the new property is not sold immediately and kept for
five years or more as a rental property. Then, the GST legislation
for new premises does not apply. Any subsequent sale of the
property would not need to have GST remitted on the sale price.
Commercial residential rents
Suppliers of accommodation in commercial residential premises
such as hotels and motels that trade etc. are subject to GST, and as
such should be treated as commercial, non-residential rentals for
GST purposes, even though they do have a residential component.
Guidelines have been set out to assist investors as to what
constitutes commercial residential premises.
The establishment must have all of the use characteristics:-

• multiple occupancy;
• commercial intention;
• hiring out to the public (e.g. short-term hire, holiday
letting);
• central management;
• services offered (e.g. telephone, laundry etc.).
Commercial non-residential rents
The provision of commercial rental is subject to GST if the
provider or owner is registered for GST.
So who has to be registered for GST?
Whether an owner is required to be registered for GST will
depend on how much rental income the commercial property
earns. If the rental income plus any outgoings paid by the tenant,
such as rates and body corporate fees, is $75,000 or more, then
the owner is required to be registered for GST. If the total rental
income plus the outgoings paid by the tenant are less than
$75,000, then the owner has the option to be registered or not.
Commercial premises
The sale of commercial property by a registered entity will be a
taxable supply and subject to GST (whether they are new or used).
There are three methods for calculating GST.
• Normal rules i.e. 10% GST added to value
• Margin Scheme
• GST-free under 'going concern' exemption
REMEMBER:
Stamp Duty is levied on the GST-inclusive value of the commercial
property

Where possible, sell the property under the GST-free exemption,
to avoid Stamp Duty on the GST component.
OMG, I have made a mistake!
Quite often when I’m out talking to people, I find that they have
read something somewhere in a newspaper article or something,
or tax just hasn’t been something that they have wanted to have
anything to do with in the past, and quite innocently they have
made a mistake. What happens then? What do you do and how do
you fix it, or do you just keep your mouth shut and hope that the
Tax Office never finds out!
Well I do know a lot of people that have done the latter, but it is
not something I recommend.
What should you do, if after reading this book and doing a little bit
more research about your own particular situation, you have
found that you have actually made a mistake? Maybe you have
not charged GST on a new building that you have built. It might
have been a house and land which you decided that you might
want to use as your principal place of residence, but then you
never really lived in it and never ever moved into the building;
you decided halfway through that it wasn’t what you liked and
you wanted to stay where you were, so in the end you just sold it.
The mum and dad who bought the property from you didn’t know
anything about GST either. They just wanted to live in their new
house and of course GST is one of the last things on your mind
when you are selling a property. You have just made a nice little
profit and all you are thinking about is how you are going to spend
the money!
Well, the reality is, in that situation you should have charged GST,
or you should’ve remitted 10% of the sale price to the Tax Office.

So that means for instance, if you bought the land for $150,000
and you spend $250,000 on the house and landscaping and
everything else and then after completion, anytime within the
next five years, you actually sold the property, you should have
charged GST, or you should have remitted to the Tax Office 10% of
the sale price.
Now let’s just put some numbers to this. Let’s say that you sold the
property after a year and it had been tenanted for that time. You
hadn’t quite got around to moving in and you decided, no, it
wasn’t what you wanted. So you decided to sell because somebody
came along and offered you $500,000 – that’s a $100,000 profit;
that’s worth having!
Now you were very diligent and you knew you had to pay tax on
the money and you thought that’s all you had to do. That makes
sense. You paid your money - what’s wrong with that? Well,
because it was a new residential property (or a new property of
any description for that matter), GST should have been paid when
the property was sold as well as paying tax on the $100,000 worth
of profit.
Now, if you are reading this and you are thinking ‘oh my goodness’
and you have started to get cold shivers up your spine and are
feeling quite faint because you’re in this situation – the best thing
to do is to go to your accountant and explain what has happened.
He probably didn’t even know that you bought and sold a house
and land package and declared income on it but maybe not the
GST. Because the GST Act actually has a section in it that says,
even if you are not registered but could have been registered or
should have been registered for GST, you have to pay the GST.
In this case, even though you were not registered for GST, and in
fact it hadn’t even entered your mind, because the property was
sold within the first five years of building the property, then GST is
actually payable and you should have been registered for GST.

It basically means that an amendment to your tax return has to be
done. The GST will have to be paid. GST will be recalculated and
the Tax Office will issue you with a bill for the extra tax that
should have been paid. In these circumstances, where you come
along and confess and admit that you have made an honest
mistake, and you are really sorry, there normally aren’t any
penalties charged, or if there are, it’s a very easy argument for
your accountant to lodge an objection and get those penalties
quashed.
If on the other hand, you decide not to fess up and the Tax Office
finds out about it when they do a tax audit, then I am afraid you
are up the proverbial creek without that paddle. Not only will you
have to pay the GST that you should have paid, you’ll also be hit
with huge fines, and if the Tax Office decides that wasn’t just an
innocent mistake, it was actually criminal negligence and tax
evasion, then I am afraid there can actually even be a gaol term
involved, and believe me, that is not something that you want to
do.
Of course, it is not quite as bad as you might initially think,
because even though you have to pay GST on the sale price, which
if you sold it for $500,000 you would have to pay one eleventh as a
GST payment to the tax office = $500,000/11 = $45,454. As a
contra to that GST that you have to pay, you can also claim the GST
credits on what it has actually cost. So let’s go back to the land - it
cost $150,000, so if the developer was registered for the GST and
was selling you the land as part of a larger development, then for
starters there would be GST credits based on that: so 1/11th of
$150,000 would be a credit against the GST payable on the sale.
This is a credit of $ 13,636.
Then we look at the building costs. Chances are, most of that
$250,000 that you have paid to have the home built and
landscaped and painted along with all of the other contractors and

bits and pieces that you’ve paid for during the building process,
have probably all been registered for the GST as well. That means
that you can probably claim 1/11th of that $250,000 as a tax
credit = $22,727. So all up, that means your real tax bill is only
going to be $9,091 which isn’t quite as bad as it first sounded, and
certainly better than paying penalties or even facing criminal
charges.
Example:

GST
Property Sale Price $ 500,000 $ 45,454
Less
Land Price
$ 150,000
Building Costs $ 250,000
Total GST Credit

$ 13,636
$ 22,727
$ 36,363

GST now payable

$ 9,091

The calculation I have outlined above uses the 1/11th rule – in
some circumstances it may be more beneficial for you to use the
margin scheme for GST. In general terms the margin scheme is
more tax efficient if the you are buying the land from a non GST
registered seller – you end up paying less tax. If you are buying the
land from a registered GST seller, it actually makes no difference.

Chapter 13
Deductions that maximise
your profit and cut the cost of tax
By now you must realise that investment in real estate is the most
tax effective investment you'll find.
Let’s have a look at some of the categories which are taxdeductible when it comes to rental properties.
Accountancy fees
The costs of hiring an accountant to prepare reports associated
with the property are fully tax-deductible.
Acquisition and disposal costs
You cannot claim a deduction for the costs of acquiring or
disposing of rental property. Examples of expenses of this kind
include the purchase cost of the property, conveyancing costs,
advertising expenses, and Stamp Duty on the transfer of the
property title. However, if you have acquired the property after
the 19 September 1985, these costs may form part of a cost base
of the property for Capital Gains Tax purposes.
Advertising for tenants
If an agent is managing your property, the expense is normally
paid by your managing agent. However, if there are any out-ofpocket expenses to you, the investor, these are fully taxdeductible.
Bank charges
Any fees associated with maintaining the account which receives
rent and has expenses paid from it, are fully tax-deductible.
Borrowing expenses

The cost of obtaining finance is mostly considered a capital
expense. These costs might include for instance, the legal
expenses associated with mortgage documents, Stamp Duty paid
on mortgage documents, valuations, surveys, overdraft guarantee
fees, search fees etc. The general rule for claiming the cost of
borrowing expenses is as follows:• if under $100, claim in full in the year of expense
• if over $100, spread the claim over five years
• if the loan is repaid early, any remaining borrowing
expenses that have not been already claimed can be claimed
in full in the year the loan is repaid.
The costs associated with discharging a mortgage on a property
used as security for income producing purposes is also fully
deductible.
Body corporate fees
If your property is part of a larger complex, which has common
areas, any costs associated with maintaining these common areas
by a body corporate is fully tax-deductible.
Body corporate fees and charges may be incurred to cover the
cost of day-to-day administration and maintenance, or costs may
be applied to a special purpose ‘sinking fund’.
If the fees and charges you incur include a contribution to a
special purpose sinking fund, you will only be able to claim a
deduction for that portion of the fees and charges that relate to
the cost of day-to-day administration and maintenance. This is
because payments to a special purpose sinking fund are usually to
cover the cost of capital improvements or capital repairs. They
are therefore not directly tax-deductible.
Cleaning expenses

If the property is rented with cleaning provided, such as those in
resort complexes or holiday letting, these expenses are normally
deducted by the managing agent prior to you receiving your
monthly rental payment and are fully tax-deductible. If cleaning is
required after a permanent tenant has vacated your rental
property, this fee is also tax-deductible.
Council fees
All fees paid to the local government authority are tax-deductible
against the income earned from your investment property.
Deduction for decline in value of depreciating assets
Previously known as depreciation, this has been dealt with in
more detail in Chapter 7.
Electricity and gas
In some circumstances, these services are provided to the tenant
inclusive in their rental payment, in which case the expense is taxdeductible against the rental income.
Gardening and lawn mowing
These expenses are regular maintenance expenses which can
either form part of the rental inclusions when renting a property,
or may be periodic expenses when the tenant vacates a property.
These expenses are all tax-deductible against the rental income.
In-house audio, video and internet services
Often the provision of these services is an inclusion in the rental of
a property. The resultant rental of the property is therefore higher
than it normally would have been without these services
provided, and thus the expense is fully tax-deductible.
Insurance
Building insurance, contents insurance, landlord insurance and
public liability insurance are all tax-deductible against the rental
income of the property.

Interest on loans
Interest on money that is borrowed to purchase an income
producing property can be claimed as a tax-deduction against the
income produced by that property, even if the interest exceeds the
rental income, eg. negative gearing
It is important to note that it is the purpose of the funds that
determines whether an interest payment will be deductible or not,
and this is regardless of what security is used to borrow the funds.
The purpose of the funds will usually be determined by the actual
use of the funds.
For example, if you buy an investment property and use the equity
in another property as security for all or part of the loan, the
purpose of the loan was to buy an income producing investment
property even though part of the security used to borrow the
money could have been your principal place of residence.
Conversely, if you borrow money using the equity in an
investment property to build a home, swimming pool or add an
extension onto your own home, the purpose of the loan would be
for private purposes and therefore not tax-deductible, even
though an income producing investment property was used as
security for the loan.
Lease document expenses
Usually, tenants pay to have leases drawn up. However, if there
are any expenses incurred in this process by the investor they will
be tax-deductible. These costs might include preparing the lease,
registering or stamping the lease documents or having documents
amended.
Legal expenses
The Stamp Duty and legal costs of buying a rental property are
capital expenses and therefore not tax-deductible. However, if the
property has been purchased after the 19 September 1985 and

therefore subject to Capital Gains Tax, these non-deductible legal
costs may form part of the assets cost base for calculating Capital
Gains Tax if sold.
Mortgage discharge expenses
Mortgage discharge expenses are the costs involved in discharging
a mortgage other than payments of principle and interest. These
costs are tax-deductible in the year that they are incurred to the
extent that you took out the mortgage as security for the
repayment of money you borrowed to produce assessable income.
Pest control
The regular maintenance and pest control on your rental property
is a tax-deduction against the rental income received.
Prepayment expenses
If a prepayment is made on a rental property such as prepayment
of insurance or interest on monies borrowed, and the prepayment
covers up to 12 months or less and the period ends on or before
the 30 June of your income year, you can claim an immediate taxdeduction for the expense.
Property agent’s fees and commissions
When you have a property managed by an agent, fees and
incidental charges associated with this management service are
fully tax-deductible.
Quantity surveyor’s fees
A quantity surveyor is a qualified professional who will provide an
assessment of the value of your rental property building and
improvements and the fixtures and fittings on which you can
claim depreciation. This is highly recommended for all rental
properties. The fees charged by a quantity surveyor to provide
this service are fully tax-deductible.
Repairs and maintenance

The costs of repairing any part of the fixtures and fittings, or the
building of a rental property is fully tax-deductible against the
rental income. The big question is not whether a repair is taxdeductible, – but whether a repair is actually a repair, or whether
it is a capital improvement.
A repair is usually defined as the process of correcting a defective
or wornout part, or to return the deteriorated part to its original
condition. However, the renewal or replacement of the whole
item is not a repair, but is in fact a capital expense and therefore
not deductible. Capital expenses of this nature could usually be
depreciated under the capital works section of the Tax Act. As a
general rule of thumb, unless the material used to make a repair is
no longer available or the material used is a more modern
equivalent, claims for repairs will not be allowed if a different
material is used.
Carpets for example, are usually replaced when worn, but the
replacement is not regarded as a repair, the replaced carpet is
considered a capital improvement and is therefore depreciated.
A question I often get asked is, “What if I make a repair to the
property after it is no longer income producing?” Well in this
case, repairs may still be allowable as a deduction. Even though
the property will no longer be available for rent, provided you can
show that the repairs are related to the period when the property
was used to produce assessable income, it is fine. The Tax Office
also takes the view that the premises must have produced
assessable income in the year that the expenditure was incurred.
This however is just a rule of thumb and not documented in tax
law.
The other obvious question when it comes to repairs is, “What
about the initial repairs made to a property shortly after its
purchase?” Initial repairs made to a property soon after purchase
are treated as capital expenses and are therefore added to the cost

base for Capital Gains Tax purposes and may be able to be
depreciated under the capital works legislation. This applies
whether or not the purchase price would have been higher had
the property been in better condition. It is better to try and fix
any problems associated with your rental property after the
property has been rented for a period of time, particularly when it
can be shown that the damage could have been caused by tenants
after acquisition of the property, as these expenses would then
clearly be tax-deductible.
Timing your repairs
The timing of your repairs is integral to maximising the benefit of
any tax-deductions that you may be able to claim. If you're going
to be doing a repair to your rental property anyway and you could
bring forward that expense into the current financial year, when
potentially your other income might be higher; the tax-deduction
you would receive for conducting that repair would be worth
more to you if incurred in this financial year rather than the next.
When looking at spending money on a rental property, or even a
business for that matter, always consider the timing of an
expenditure as it may be worth more to you in one particular
financial year than another as we explored earlier with our doctor
friend in Chapter 6.
Replacement expenses
An immediate deduction is available for depreciating assets
costing $300 or less which are used predominately to derive
assessable income. These items usually include frequently
replaced items or frequently broken items such as crockery,
bedding and linen. Also, assets costing less than $1,000 may be
written off through the low pool method explained in Chapter 7.
Secretarial and bookkeeping fees
The cost of maintaining adequate records on the rental property is
fully tax-deductible.

Security fees
Costs associated with maintaining adequate security on your
investment property such as security patrols are fully taxdeductible.
Servicing costs
Regular servicing fees for appliances and fittings are fully taxdeductible.
Stationery, postage, and incidental expenses
These expenses incurred by the landlord on an investment
property are fully tax-deductible.
Telephone calls and service rental
The costs associated with preparing taxation returns and
recording tax related methods to do with the property are fully
tax-deductible.
Travel and car expenses
Travel expenses relating to rent collection, inspection of the
property and provision of maintenance of the property are fully
tax-deductible, and explained in greater detail in Chapter 10.
Water charges
Water and excess water charges may also be claimed as a taxdeduction against the rental income from the property.

Chapter 14
Finance; making
the most of borrowed money
Financing is one of the least understood aspects of investing, yet
most people seem to think that they don't need any additional
education in this area. The financing game is one that is
constantly changing with the advent of new products almost
weekly, as well as changes in interest rates, fees, charges and even
hidden charges.
Taxpayers have to be exceptionally careful as to how their loans
are structured and how their payments and money flows are
made, as this has a dramatic effect on whether the payment of
interest on a loan is tax-deductible or not.
Purpose of the funds test
The golden rule when it comes to financing and tax is:
What is the purpose of the loan?
If you can argue your case to the Tax Office that the purpose of the
loan, that is, the application of the funds, was for investment
purposes, then the interest on that loan will be tax-deductible
against any income that investment yields.
So many times I have people come to me with stories about how
they are currently living in their principal place of residence, but
it's either too small, too big, too this or too that, and they want to
move out and purchase another principal place of residence. The
usual question I get is, “We really want to keep our current home
as an investment property when we move out of it and purchase
our new principal place of residence - do you think that's a good
idea?”

Well of course, if they can afford it, I think it's a good idea, but
when I start to question them about how they are structuring
their finances, the usual response I get is, “Well, the bank said it
was okay for us to borrow the money for the new property and
because our current principal place of residence will be an
investment property we will be able to save on our taxes won’t
we?” Now my answer to that of course is a big fat, “No”.
You see, the taxpayer is probably borrowing the money based on
the security of both properties to buy their new principal place of
residence. Therefore, the purpose of the funds is to buy a principal
place of residence, not an investment property. Regardless of
where the money is secured the tax deductibility test relies solely
on the purpose of the funds. If the purpose of the funds is to buy
another investment property, then no problem, but if the purpose
of the funds is to buy their new principal place of residence
irrespective of security, the Tax Office will not allow the interest
as a tax-deduction.
One little legal loophole
If the mortgage was relatively low on the current principal place
of residence - it may be worthwhile transferring or selling the
property to a trust. This would be treated as a sale but of course
no Capital Gains Tax would be payable because the property was a
principal place of residence. Stamp Duty, on the other hand,
would be payable.
However, when you analyse the costs of paying Stamp Duty versus
the benefit of having the interest on a much greater amount taxdeductible, in the long term the client might be better to wear a
small short-term negative for a greater long-term deductibility.
Let me work you through an example to show you what I'm
talking about:-

John and Edith have a nice 3 bedroom house that they have paid
off over the years. As the family has grown, they are finding that
the house is a little bit small. Two of their three teenage children
had shared a bedroom as they were growing up, but now that they
are older, they would like their own rooms as well as a little bit of
a separate area so that they can have their friends over, and John
and Edith can still have their own private space.
Now, their house has been valued at $500,000 and the mortgage is
entirely paid off, so they are in a good position to borrow some
money from the bank to purchase the new 4 bedroom house with
a pool and entertainment area that they have fallen in love with.
John and Edith have decided that rather than sell their existing
home, that they would like to keep it as an investment property, as
it is in a good area which has great growth potential, and they
could rent it out to help make the payments on their new home.
The bank has agreed to loan them the entire $650,000 to purchase
their new home using their existing principal place of residence as
security to cover the deposit and costs of this new home.
Example:
Existing Home (PPR)
$500,000
Good area, growth potential
No Mortgage
New Home

$650,000

John and Edith borrow the $650,000 using both homes as cross
securities to cover the deposit and expenses of the new home.
Best strategy!

Now, as you can see, this is easy enough to do, but this is not a
strategy that I would encourage for the following reasons:Firstly, because John and Edith have borrowed the money to
purchase a new principal place of residence, even though they
have secured the loan on what will be an investment property,
and they will be producing income by renting out their previous
home, none of their interest or associated mortgage fees will be
tax-deductible. This is because they have borrowed the money to
purchase their new principal place of residence. Had they bought
an investment property with the borrowed money all these same
expenses would have been fully tax-deductible. But of course, that
is not what they wanted, they wanted a new home.
Secondly, because the existing home has been used as security to
make their new principal place of residence purchase, they have
now put themselves at the mercy of the bank or financial
institution, next time they want to go off and buy a property. This
is called cross-securitisation. At first glance, cross-securitisation
sounds fine, and from a bank’s perspective it is also fine, but it is
something that I would strongly suggest that you try to avoid.
What the bank is doing, is tying up all of John and Edith’s available
equity so that John and Edith have to go back to the same bank
next time they want to borrow money for anything – whether that
is to extend the house, put in a new kitchen, buy another
investment property or even a portfolio of shares. It is a great
trick from the bank’s perspective to retain clients, but it is
cumbersome, and can be downright dangerous from John and
Edith’s perspective.
Let me share with you a couple of stories from clients of mine, just
to show you how important non cross-securitisation really is.
One of my clients ran service stations in central Queensland. He
had been with the one bank for over 30 years, doing all his lending

and banking with that same bank. He knew the local bank
manager personally and had never missed a payment, nor were
his repayments ever late. One day, some little dweeb in head
office at the bank that he had used for the last 30 years, decided it
was bank policy that they no longer wanted to have exposure in
service station roadhouses in regional areas. So, after 30 years of
good behaviour and loyalty to his bank, he was given 30 days
notice to refinance elsewhere!
What was worse, is that he had all his loans tied up with this one
bank - his rural property, commercial property, residential home
and business loans, were all financed through this bank, and
consequently cross-securitised. Therefore, when his loans were
called in, all of his loans were called in - not just the loans which
affected the service station.
Now as any business person knows, if you are put in a situation
where you have to refinance in 30 days, you are not always
market ready. You may not have your tax returns done for the
previous year, for instance, or even have your bookkeeping ready
to present to prospective lenders. Well, this client was no
different.
He was unable to refinance the loans within the 30 day period,
and as a result, the bank automatically put him on default interest
rates which at the time were 13.75%. Now, at that rate, my client
did start to default on his repayments.
When you are on default interest rates with one bank, it is nigh on
impossible to refinance with another bank, regardless of your
previous 30 years of good behaviour. Any new bank will shy away
simply because they are suspicious of why you are now on the
default interest rates, and as a consequence, my client, who was in
his late 50’s, lost everything he owned; everything he had worked
over 30 years to accumulate.

The stress subsequently gave him a heart attack and it was only
through some really good negotiation, and a lot of luck that we
were able to save him from going bankrupt entirely, and that his
daughter was able to purchase the home where they lived so that
her parents would not be left completely homeless.
You see, in most mortgage loan documents, there is a clause called
the ‘all monies clause’, which stipulates that if there is ever a
default or a reason to recall on any one loan with that particular
bank, all loans with that bank can be called in. Normally speaking,
the easiest place for the bank to get their money is from your
principal place of residence. So guess which property they're
going to sell up first?
This is precisely the reason that I am very much opposed to crosssecuritisation, and why I always advocate, at the very minimum, to
keep your principal place of residence home loan with a separate
bank or financial institution.
The story I have just outlined is not an uncommon incident. I have
seen it happen in the building industry where there is a downturn
in the property market and builders and developers become the
target.
Sometimes, even investors get caught up in head office bank
policy, and have their loans called in simply because of mediahype and uneasiness about a particular industry. I've seen it
happen in the dairy industry when milk vending was deregulated.
A friend of a friend who was a milk vendor on the Gold Coast, for
no apparent reason other than because of his occupation, had all
of his loans called in by one particular bank, because they felt
uneasy about the milk industry.
I also remember years ago, talking to a lady who was head of the
Dairy Farmer’s Association in South Australia, and she was telling
me about dairy farms in South Australia that had been

repossessed by the banks because they no longer wanted
exposure to the milk industry whilst it was in a state of flux, postderegulation. Farms that had been in families for generations
were being repossessed by the banks.
So one of my golden rules is:Always separate your principal place of residence away from any
other lending you may have.
Sometimes, through practicality you may have two or three loans
with the one bank, but your home will still be with a separate
bank. As you start to become a seasoned investor you will become
a first class client to the commercial manager with many banks.
So, what should John and Edith have done?
Well, it is a little complicated, but in the long term it would have
saved John and Edith thousands of dollars in tax.
Rather than borrowing the money for their new house from the
bank, John and Edith could sell their existing home to a trust. The
trust pays John and Edith $500,000, 95% ($475,000) of which has
been borrowed from the bank to purchase the house.
The remaining 5% ($25,000) is loaned back to the trust by John
and Edith. As it has been John and Edith’s principal place of
residence, they do not have to pay Capital Gains Tax, but the trust
will have to pay Stamp Duty - John and Edith would probably have
to lend the trust the money for this as well.
So now John and Edith have $475,000 to put down as a deposit on
their new home. They are still $175,000 short to buy their
$650,000 home, so they would have to borrow that amount from
the bank to make up the difference.
This is how this structure would look:

Example:

Now the interest on the $175,000 that they have borrowed from
the bank personally to purchase their new home is not taxdeductible, but the interest on the $475,000 borrowed through
the trust to purchase the home from John and Edith, which will
now be rented out, can be claimed against the income generated
from that property.

Although in the first year there will be no great benefit to John and
Edith as they will have had to pay Stamp Duty, after the second
year and every year thereafter, there will be considerable tax
savings from claiming the interest on the borrowed money which
they would not have been able to claim had they borrowed the
money to purchase their new principal place of residence.
This is how the numbers would look:
Example:
Loan
$ 475,000
Tax-Deductible Interest @ 7.5%$ 35,625
Tax Saved (estimated @ 30%)$ 10,687
Cost of Stamp Duty (est.)

$ 15,000

After approximately 1½ years the cost of the Stamp Duty will have
been made up by the tax saved, so every year after that, that they
continue to own the property, they will be $10,687 ahead.
So you see, by simply changing the method in which you purchase
your new principal place of residence, you have the ability to save
money that you would have had to pay in tax by doing something
that you were going to do anyway, in this case, purchase your new
home.
Converting bad debt to good debt
There is often talk about ‘good debt’ and ‘bad debt’, but there is
also often some confusion over what ‘good debt’ and ‘bad debt’
actually is. The distinction between good debt and bad debt is as
follows:-

Bad debt can be categorised as consumer debt and non-deductible
debt. Usually, this is debt that has been incurred to buy
consumable items before you have the money available, (saved or
earned) to pay loans for them, e.g. furniture and store card debt,
car loans (if not used for business or income producing purposes),
holiday loans, credit card debt and to a lesser extent, your
personal home loan.
Good debt on the other hand, is debt that has been incurred for
the purpose of making more income, i.e. for income producing
purposes. For example, investment property loans, share
investment loans or a business loan (provided it is a profitable
business).
Normally, the good debt interest is tax-deductible... bad debt
interest is not.
The real trick is to convert bad debt to good debt, and thereby
have your interest payments tax-deductible.
Smart money flow
Smart money flow is making any income that you earn work for
you from the moment you receive it, by applying it to debt that
you will receive the least tax advantage from, and to reduce that
debt as quickly as possible.
Smart money flow tips:
1. Have all your money deposited into a private line-ofcredit, offset or redraw split loan facility.
2. Structure the loan so that interest is calculated on a daily
balance.
3. Take advantage of 55 day interest free periods on credit
cards.

4. Pay off credit cards on or before due date – this can be set
up so that it is done automatically.
5. Have a second credit card that is linked to your
investment account so any expenses are already separated
and allocated to the correct account at the time of purchase.
6. Pay repayments weekly or fortnightly on personal
accounts and monthly on your investment account.
By utilising ‘smart money flow’, anyone, including John and Edith
have the possibility of reducing their $175,000 loan much quicker
than traditional principal and interest never-never plans.
When the realisation of just how effective this money flow
capacity really was, there were some organisations that were
charging $4,000-$10,000 to set up these types of loan facilities for
individuals. In fact, there are still a few stragglers out there in the
marketplace that provide some fancy computer programs and
budgeting advice, and charge similar amounts for the setting up of
loan facilities that maximise cash flow to the borrower’s
advantage.
When you utilise the systems of smart money flow, what you are
predominantly trying to do, is reduce the debt on your personal
account as fast as you can. You need to get all your money flowing,
and any income, whether it be wages or rental income or any
other source of income that you have, offsetting the balance on
your personal loan account.
To get the most out of your money flow, you can get your rents
paid into your personal account weekly, as well as your wages and
any other accessible income, while just paying the interest on your
investment account monthly. What this will achieve is that over
the duration of the month, because you are making payments

weekly, and interest is calculated daily, it will reduce the balance
on your personal account quite quickly. The additional benefit is
that because you are reducing the debt quickly on your personal
account, where the interest payments are not tax-deductible,
while just maintaining the minimum payments on your
investment account, it is also reducing the amount of non taxdeductible interest that you would have had to pay over the
duration of the loan.
Loan splitting
Effectively a split loan is two separate loan accounts that have a
seemingly invisible accounting line between the loans. There are
two ways in which this facility is usually set up. Some banks set it
up within the one structure and create sub-accounts, while some
banks do require you to set up two separate accounts.
A split loan facility is extremely important when it comes to
managing your loans, and is primarily to keep your investment or
business debt, i.e. your tax-deductible debt, clearly separated from
your personal debt, i.e. principal place of residence, car, credit
cards, etc.
So, a split loan, by its invisible line or separation, defines exactly
what portion of the loan is for personal use and what portion is
for business use. It clearly categorises, for tax purposes, what
interest can be claimed. If the purpose of the loan is not defined,
then it is left to your accountant to try to work out what portion of
the payments is in fact deductible, often resulting in you, the tax
payer, paying much more tax than need be, simply because you
are unable to make that distinction.
Splits or loan limits can be readjusted at anytime so that more or
less can be drawn for investment or for personal use and can be
done quite easily, as you are not actually asking for more money you are just altering the split.

Let's catch up with John and Edith again. Remember they had
bought a new principal place of residence worth $650,000 with a
private loan of $175,000 against it.
John and Edith bought their house for $650,000 which meant that
their maximum lending capacity would be up to 80% by way of a
line-of-credit or redraw facility, which they could use to pay off
their $175,000 loan, and use the excess to buy another investment
property. In this instance, their lending capacity would be
$520,000.
From this $520,000, they would split the loan at $200,000 for
personal purposes. This would cover the $175,000 personal home
loan and give them a ‘buffer’ of $25,000 as back up funds to draw
on in the case of an emergency.
If John was ill or if his car broke down, or even if he and Edith had
a family emergency that required them to travel at short notice,
they would have funds they could access quickly without
stretching their finances unreasonably, and it would be enough to
cover any repayments in the short term.
A buffer is for protection for anything unforseen that may arise.
In the instance of an investment property, they would need a
buffer also. They might not be insured for loss of rental when a
tenant leaves, or they may have long-term vacancies, or they may
need to make some urgent repairs. It gives the borrower time to
work out something or deal with the issues, without putting
pressure on their day to day cash flow.
So, John and Edith’s buffer is $25,000 for their personal loan and
$20,000 for their investment loan, which leaves them $300,000
with which to purchase a new investment property.
The line-of-credit on John and Edith’s home is split as follows:

Example:
Principal Place of Residence value $ 650,000
Line-of-credit / redraw facility$ 520,000
(80% of value)
Split 1 – Personal
$ 200,000
($175,000 loan + buffer $25,000)
Interest payments are not tax-deductible
Split 2 – Investment
$ 320,000
($300,000 available + buffer $20,000)
Interest payments are tax-deductible
Now, if John and Edith had set up their line-of-credit or redraw
facility without any distinction between business and personal,
then it would be extremely hard for their accountant to identify
what interest and expenses were personal and what were for the
purpose of investment. Any interest payments would be
distributed evenly between the two, rather than specifically
towards the account for which it was intended, resulting in
possible waste of tax deductibility.
At this point you might ask, ”What happens if they receive a lump
sum, if, for instance, they sold their car?” The best thing to do
would be to deposit the money against their private debt. If they
sold the car and put the money towards their line-of-credit and
they didn’t have a split facility, then they would be paying down
both debts, whereas if they did have a split loan, they could choose
to just pay down their personal loan as the car was for private use.
Now they could also adjust the proportions of the split on their
loan. If they received $10,000 for their car and apply that money

to their personal split, they can now reduce that proportion by
$10,000 which will give them $10,000 more that can be spent on
investments.
The loan splits would now be:
Example:
Split 1 – Personal
$ 190,000
($165,000 loan + Buffer $25,000)
Split 2 – Investment
$ 330,000
($310,000 available + Buffer $20,000)
Total Line-of-credit

$520,000

If John and Edith’s granny died and left them $50,000, and they
needed to ‘park’ this money somewhere for a short period of time
while they decided what to do with it, they would be best off to
apply it to their personal debt.
Again, they could alter the split to reduce the limit on their
personal loan, and increase the limit on their investment loan in
turn changing the purpose of the funds to suit investing in the
future.
The other alternative is to park the money in an offset account.
Offset accounts
An offset account is a savings account that has the ability to offset
the interest, dollar for dollar, that is drawn on your loan account.
So if you have a savings account that is linked to your personal
debts, every dollar that you have sitting in that account will
reduce the interest that you have in your loan account as if that
same amount was applied to that loan. Effectively, it is a direct
saving and you are earning between 5% - 6.5% (depending on

your interest rate) on your money and even better. This is a
savings benefit that you are getting TAX-FREE.
The purpose of the funds
While John and Edith loved the home that they had bought and
lived in for a number of years, circumstances had changed. John
had got a new job on the other side of town and the kids had
grown up and were, one by one, leaving home. Over the years they
had determined exactly what sort of home they would next like to
live in. So they made the decision to sell their home and build their
dream home closer to John’s new job.
From the sale of their home, John and Edith had $200,000 which
they wanted to put towards the new home that they were building
but they needed to park it somewhere for the short term while
they were getting organised.
Their first inclination was to put the money into the line-of-credit
that they had on one of their investment properties. By doing this,
they would have altered the nature of the funds to their
disadvantage. By paying the money off their investment account,
and then later redrawing it to build their new home, they would
be converting their investment loan into a private loan, because
the purpose of the funds was personal purposes rather than
investment purposes, and the interest payments would then no
longer be tax-deductible.
So what should John and Edith be doing with these funds?
The best thing to do is to park the money in an offset account. This
way, the money can sit in an account that remains external to their
loan. The loan balance remains the same but the interest actually
gets reduced – effectively it is the same as paying down the loan.
When it comes to building their new house in the future and
reutilising the money, the nature of the funds has not altered
within the account. They are getting the best of both worlds as

they have the ability to reduce the interest for the time that they
have the money in their hands, but they don’t have to reduce their
loan or change the nature of their loan in an adverse way.
When you receive any lump sums of money that you want to
utilise in the short term, the question you need to ask yourself is,
“What is the future use of the money?”
The Golden Rule:
If the future use is going to be for investment, then it is fine to pay
off the personal or investment debt as its future use is going to be
to redraw the funds as investment debt. However, if future use of
that money is going to be for personal purposes, then do not use
this money to pay off investment debt, use an offset account that is
going to offset interest on your personal debt.

Chapter 15
Family arrangements,
Investing with children
Quite often, parents lend a helping hand financially with their
children’s first investment property or home. Although there are
many ways in which you could go about this, care needs to be
taken with shared equity ownership, the First Home Owner’s
Grant and beneficial interests through trust structures.
Shared equity ownership
When it comes to shared equity ownership, parents need to
decide whether they are giving their child a loan or they are
actually buying a property with their child. Both have very
different ramifications on profit, structure, tax and even the First
Home Owner’s Grant.
Firstly, let’s talk about the First Home Owner’s Grant.
First Home Owner’s Grant
The Australian Government introduced the current First Home
Owner’s Grant scheme on the 1 July 2000 to offset the effect of
GST on home ownership.
Clearly, if a child is entitled to the First Home Owner’s Grant, it
would be a shame to compromise their eligibility for the grant by
buying a jointly owned home first off.
Parents would be better to lend their child the deposit to purchase
the property, and additional funds if required for renovations,
purchase costs etc., and have their child repay that loan, rather
than take an equity position in the property, as this would negate
their eligibility for the First Home Owner’s Grant.

If the parent was looking to share in the profits that the child may
make from, for instance, a renovation on the property, or growth
arising from the property that the parent has helped them buy,
then this would have to be done purely as a private arrangement.
The child would be the legal owner of the property, and as such,
any entitlements to gains from the sale of the property at any
point in time in the future would belong to the child. Similarly,
because the property would be the child’s principal place of
residence, any gain arising from the sale of the property would be
Capital Gains Tax exempt.
I have known parents to charge their child for labour,
management fees and interest on the loan equivalent to their
share from the sale of the property, but I must stress, that this
must purely be a private arrangement for the child to still be
eligible for concessional Stamp Duty and the Capital Gains Tax
exemption for a principal place of residence. Also, any amount
received by the parent from the child for such expenses would of
course be treated as income in the parent’s name. No Capital Gains
Tax exceptions would be able to be applied as their payment is
effectively an income payment. Whilst the income would be taxfree to the child, the parents’ share or any monies paid to them
would be Income Tax assessable in their tax returns.
Furthermore, if the parent was structured correctly and utilising
structures such as a ‘bucket company’ to store tax paid money, the
parent could actually lend the child the money from their bucket
company. The bucket company would then in turn receive interest
payments back from the child periodically or as a lump sum
‘balloon’ payment when the child ultimately refinances or realises
the gain on the property through sale. These payments would be
Income Tax accessible to the bucket company which of course
would be taxed at a maximum rate of 30 cents in the dollar.
Another way which parents look to help their child out is by
purchasing a property through a family discretionary trust

structure where the child is a beneficiary of the trust. In this type
of arrangement, the child is not the legal owner of the property,
and therefore would not be entitled to concessional Stamp Duty or
the First Home Owner’s Grant, and similarly, Capital Gains Tax
would have to be paid on the profit on sale of the property.
Using this style of trust structure would be just like any other
property from a parents’ perspective, except they would be
sharing the profits with their child. It is often a good opportunity
to teach their child the ropes in a protected environment and
potentially give the child a kick start when they buy their first
principal place of residence in their own name, after the initial
trust structure purchase.
Who can apply for the first home owner’s grant?
The First Home Owner’s Grant is a lump sum payment of $7,000
with additional Mortgage Duty and Transfer Duty concessions
depending on the state that you live in. The grant has no tax
benefit initially other than the reduction of these duties at the
time of purchase, as the house must be the grant applicant’s
principal place of residence for at least 6 months, and must be
resided in for this period of time within the first 12 months of
purchasing.
Applicant eligibility is as follows:
• Must be at least 18 years of age on the date of the
transaction.
• Only one grant/application is payable per transaction.
• All persons that will have an interest as purchaser or
owner in the home must complete an application form.
• Applications must be lodged within one year after the
purchase/transaction of the home.
The eligibility criteria are:

• You must have a construction or purchase contract in
place for your first home made on or after 1 July 2000; and
• You must reside in the home relating to your grant
application as a principal place of residence for at least six
months within one year of the completion of the transaction.
Applicant’s obligations:
• To provide thorough and correct information for purpose
of assessing eligibility.
• Notify the Commissioner if you do not fulfil the
requirements with regards to residence or the application
criteria.
• To repay the grant where the conditions of the grant are
not met.
A home for the purpose of a grant is defined as:
• A fixed building that is a suitable place of residence. This
includes houses, flats, units, townhouses and kit homes.
• The home must be located in the state in which you are
applying for the grant.
• The home must be established or under contract to be
built.
Renting your way through uni
So, your children are growing up and one by one they are off to
university. With that often comes the need for accommodation
close to their university, as well as a long list of expenses that go
hand-in-hand with studying; school fees, text books and general
living expenses. It can be a very expensive time.
There are many ways in which these situations can be turned to
your advantage, to not only provide a home for your child while
they are living away from home studying, but also to help offset
some of the other expenses.

For example, I had a client whose son needed to move to Brisbane
to be close to his university. He decided to purchase a home in
Brisbane for $265,000. He converted the 5 bedroom house into a 7
bedroom house, by dividing some of the larger living spaces into
the extra bedrooms. His son then leased the house from his father,
equal to the total of the rates, insurance and interest on the
mortgage, therefore making the property cashflow neutral. Then
his son subleased the 6 extra rooms to other tenants. By
subleasing the 6 rooms at $100 each, the son was able to create a
passive income of $600 per week that went towards his university
fees.
There were two gains in this instance. The father got the capital
gain on the property and he was able to see his son through
university at no additional cost to him. The only thing that you do
need to remember is that the son’s income from the rent is
assessable and that when making the renovations, the house does
need to comply with council regulations, and have the relevant
insurances.
Investing income for children
Owning shares or having money invested in children’s names, or
even having children share in profits from properties held in trust
structures, becomes very interesting when the children are under
18 years of age.
This type of income is called ‘unearned income’ to the child and is
taxed differently from if the child was old enough to hold down a
part time job delivering papers, or work at a fast food chain or do
some administration work or filing for you at home, and actually
earn an income.
Unearned income has different thresholds for minors. For
instance, in 2013/14 any income earned over and above $416 is

taxed at the exceptionally high rate of 66%. This then falls back to
a 45% level over $1307.
I had a young couple come and ask me how old their child had to
be to receive a distribution from their trust as they had a newborn
who was born in June, close to the end of the financial year.
Basically, as long as the child is born on or before the 30 June, the
end of the financial year, the child is eligible to receive a
distribution of $416, effectively tax-free.
There are exceptions to the unearned income rules such as when
the child commences employment, or if they have some sort of
disability and are therefore entitled to a pension or allowance for
this disability, or if the child receives income distributions from a
testamentary trust (i.e. a trust set up to care for minor children as
a result of a Will). In these instances, they would be considered
‘excepted persons’ and normal tax rates would apply to them.
There is also the occasion where the ‘type’ of income of the child is
excepted, for instance, employment income, income from
deceased estates or their own businesses or investments deriving
from these excepted incomes. Again, normal tax rates would
apply.
Children's earned income
As I have mentioned, there is a distinct difference between
unearned income and earned income with children. I now want to
focus on earned income and when I say children what I am really
talking about is minors under the age of 18, but children old
enough to actually perform job-worthy duties for an employer.
These days, children are able to join the workforce with
employers such as retail outlets, delivery organisations and fastfood outlets from the age of 13 or 14. Therefore, it is not
inconceivable that these children could have paid employment

within your structure or organisation/business for a similar paid
wage.
My daughter, Samantha, has been doing my filing, entering
expenses, cash receipts and bank and credit card statements, into
my accounting system since she was 10. This is a job I would
normally pay someone else to do if she was not performing the
tasks. Consequently, paying her to do the job is saving my
company money, and fulfilling normal operational activities
within the company.
To pay her a wage for doing this work, she must have a Tax File
Number, be registered to receive superannuation contributions
and lodge a tax return at the end of the financial year. As a
responsible director of an operational company, I am obligated to
pay her award wages for the hours actually worked.
This is a really great way of making your kids work-ready,
responsible with money, and know the value of the dollar.
However, beyond that, it is also a responsible way of dealing with
the profits in your structure. Even though Samantha is under the
age of 18, because she is earning the income as opposed to just
receiving distributions from a trust, she is entitled to be taxed as
an adult and therefore receives the first $18,200 of her Income
Tax-free.
Let's just apply a little bit of lateral thinking here. If Samantha is
earning a fair wage from the hours she is working, she could also
be held responsible to pay for some of the expenses which relate
to her, and are clearly of a private nature for which I would
otherwise be responsible. What I'm talking about is her clothes,
shoes, school fees, etc., that I would normally have to pay for from
my after-tax monies. Provided she earns sufficient income to
cover these expenses, effectively I would be getting a taxdeduction via her employment in which she performs a useful task

for the company, and for her school fees which I would otherwise
have to pay for from after-tax monies.
In normal circumstances I would say 12 is a little bit young to
handle such responsibility, but you don't know my daughter!
In most circumstances, strategies such as this are normally
implemented at an age which any other employer would be happy
to take on the child under normal employment conditions. That
age is normally about 13½ to 14½ years of age.
This is not a strategy to be abused, and the child must actually be
performing the tasks they are being paid to perform, and they
must be paid according to regular award wages for juniors
performing such tasks.
Divorce
Divorce is always tricky. However, as a general rule, when tax has
to be paid from a property venture, regardless of whether it is
income arising from the rental of a property or capital gain arising
from the sale of a property, the person who acquires the property
out of the divorce settlement will be the one responsible for the
Income Tax liability. If for instance, the property was jointly
owned, the couple go through divorce and let’s say the husband
was awarded the property in the property settlement, he would
have been deemed to have acquired the property in his own right
at the same time as he and his spouse did, when the property was
originally purchased.
If divorce took place part way through a sub-division or
development or any kind of manufactured growth structure, it
would be the party who ended up with the property out of the
divorce settlement who would be responsible for the Income Tax
and GST liabilities.

Of course, if the property was owned through a structure, divorce
may have little Income Tax implication on the end result. For
example, if a trust structure owned a sub-division, a piece of real
estate or development property, when the divorce took place, the
ultimate responsibility and ownership of the property and
beneficial ownership would rest with the party that was awarded
the shares in any trustee company. Any beneficial ownership of
the property out of the property settlement would be the
responsibility of the beneficial owner.
Whilst divorce and Family Law Courts see through all structures,
the Income Tax liability goes with the Family Law Court property
distribution to the party who is awarded the property. Even if the
property is held through trust structures, whilst the tax may not
necessarily have to be paid by the individual if the property was
owned in a trust structure, if the party was granted the property
through the Family Law Court property settlement, the divorcing
party could still have profits distributed to other structures and
bucket companies, just like they would have done prior to divorce.

Chapter 16
Succession planning,
what happens if you inherit?
Succession planning is a nice term for talking about a topic no one
likes to talk about: what happens when you die?
Even though it might be a taboo topic at barbecues and social
outings, it is something that needs to be taken into account as part
of an overall investment strategy.
So what is succession planning? It is the process of dealing with
the transfer of assets in the event of death, from one generation to
the next.
The legal document required to take account of this transference
of assets is commonly known as the legal Will.
So what is a Will?
A Will is a legally enforceable declaration directing the disposal of
a person’s property upon their death. If you die without a Will, or
with an invalid Will, according to the law you will be considered to
have died ‘intestate’ and your estate will be divided up according
to the legislation in the state or territory in which you lived by the
Public Trustee’s Office.
A Will is therefore an extremely important document if you want
to exercise your legal rights of directing to whom, and in what
manner, your assets should be distributed upon your death, and of
appointing someone to look after your affairs. To be valid, a Will
must be in writing, either hand-written, typed or a combination of
both and must be signed by the person making the Will in the
presence of two independent witnesses and to be really pedantic
to prove all parties were present at the same time, the Will should
also be signed with the same pen by all parties.

Making out a Will is not an overly expensive exercise, but just as
we have outlined in previous chapters, the more knowledge you
have on a particular subject, the better the chances are that you
will make the right decisions. This also holds true when making
out your Will.
Firstly, let’s look at why you need a Will in the first place and how
a well thought out estate plan can help minimise problems in the
future.
Estate planning has two main aims:
1. To try to avoid the likelihood of any next-of-kin suffering
financially; and
2. To minimise the risk of family squabbles about who gets what.
Estate planning was initially used when there were death and
estate duties, and even though these no longer exist in Australia,
there are other taxes, such as Capital Gains Tax, that make estate
planning just as worthwhile now.
An estate plan should:
• Be administratively simple to operate;
• Be relatively inexpensive to maintain;
• Balance life-time enjoyment of assets/income with
preserving assets for family after death; and
• Be regularly reviewed
Early planning, good advice and the proper assembly of important
documents will all ensure that your estate is handled as easily as
possible.

Whilst every situation is different when it comes to preparing an
individual Will, the following issues may be relevant and therefore
assist in preparing a thorough estate plan:• A good estate plan should take into account both your
personal and financial situation. For example, some families
have minor children who will need to be cared for whilst
others may own and operate a business that needs
consideration.
• All assets of any value should be considered when
developing an estate plan, including real estate, business and
farm interests, investments, retirement plans, life insurance
proceeds, personal property, art or other collections, cash
and personal effects.
• Take into consideration the fair market value of your
assets, how you own them legally, their growth potential,
their liquidity, and what assets should be passed to specific
individuals.
Remember, your estate plan should provide you with the comfort
of knowing that your wishes will be carried out should anything
happen to you in the future. This benefits not only you, but also
your family members, who otherwise may face the burden of
making choices for you without your input and under stress or
mourning.
As with all of your asset protection measures, it is important to
regularly review your Will. It is recommended that this is done
every two to three years or whenever a significant change occurs
in your family circumstances, assets or relevant taxation laws.
In particular, you should review your Will if:

• You change your name, or any person named in the Will
changes their name;
• An executor dies or becomes unwilling to act as executor
or becomes unsuitable due to age, ill health or any other
reason;
• A beneficiary named in your Will dies;
• You have specifically left any property which you have
subsequently sold, given away, put into trust or into a
partnership which changes its character. This applies
particularly to specifically bequeathed shares in a company
which restructures its share capital;
• You marry or divorce or if you have children (including
adopted or fostered children). A Will automatically becomes
invalid if you marry, unless the Will is said to have been
made in contemplation of your marriage;
• You enter into, or end, a de-facto relationship.
Enduring Power of Attorney
Just as it is important to carefully consider and plan your Will, it is
equally important to set up an Enduring Power of Attorney. This is
basically a legal instrument authorising another person to act as
your attorney or agent in the event of your incapacity, due to
illness or accident.
As this person has the power to make personal and/or financial
decisions on your behalf, it goes without saying that they should
be extremely trustworthy.
Powers of Attorney have three main purposes:
• If you are travelling or otherwise incapacitated, they can
carry out financial transactions on your behalf;

• You can authorise this person to make personal decisions
while you are unable to manage your affairs, such as if you
were incapacitated like being in a coma or affected by a
stroke etc.;
• They can also make provisions for a power to consent to
medical treatment and medical donations.
The whole concept of having a Power of Attorney in place in the
event of something happening which may render you
incapacitated, is very close to my heart. My father was very much
of the old school and believed all assets should be held in the
man’s name. He dealt with all financial matters of the family and
owned all the assets, bank accounts etc in his name. Now you
know why I’m such a control freak when it comes to the finances!
Dad was in the middle of selling one property in order to buy
another when he had a stroke which rendered him unable to
speak or communicate in any fashion. The legal turmoil which
followed in the midst of obvious family stress was that legal
documentation had to be drawn up and signed by Mum and all the
seven children in my family, giving Mum the right to access the
family finances and deal with the legal obligations and increasing
penalties associated with defaulting on the sale and purchase of
the property. Mum even had trouble reregistering the car since it
was registered in his name.
The whole exercise cost the family several thousands of dollars,
unnecessarily. Had Dad simply had a one page Power of Attorney
in place enabling Mum to take over his affairs whilst
incapacitated, none of this would ever have happened.
What renders a Will invalid?

There may be any number of reasons why a Will could be
rendered invalid. It may be thought that the Will presented was
not in fact the ‘last’ Will of the deceased, or it may be thought that
the deceased lacked the mental capacity to make the Will or that
they might not have understood the Will. It may also be thought
that they were pressured into changing the Will or even worse,
that it has fraudulently been changed by someone else.
Alternatively, there is also the event in which the deceased may
not have adequately provided for spouses or children that have
been left behind and that they may suffer hardship as a result of
the deceased’s wishes and therefore they contest the Will for
reallocation of the deceased’s estate.
They are all valid reasons which can result in the Will being
rendered invalid, and will have the same consequences as that of a
person who died intestate. Probably the most important factor
when drafting a Will is that it is signed by two independent
witnesses and ensuring that all aspects of your estate and
consequences of your decision have been considered. I believe
getting professional help is a must – doing it yourself is asking for
trouble.
Testamentary trusts
A testamentary trust is a real tax vehicle trust which effectively
forms part of your Will and has specific tax implications for the
beneficiaries of the trust, in particular minors, i.e. dependants
under the age of 18.
The tax benefits of this type of structure are extremely important,
but the asset protection benefits of setting up a testamentary trust
are also relevant.
Basically, setting up a testamentary trust means that unless assets
have been specifically allocated to a particular beneficiary, the

assets of a testamentary trust do not form part of the estate of the
person controlling the trust nor of any beneficiaries.
A testamentary trust can also be of benefit to parents of young
children. The assurance that their children will be looked after for
living and education expenses paid for by a trust, rather than
simply handing over all of the assets to a young child or teenager,
will be comforting to most parents. At this point, the trustee could
be someone older and more responsible. Then, when the children
reach a certain age, they can take control of the trust and their
inheritance themselves.
If this has not been set up prior to death, part of the estate can still
be transferred into a new trust to be held for the benefit of minor
children. For example, if a husband dies, the wife could transfer
part of the estate into a new trust and through that trust the
income derived can be directed to the minor children at ordinary
marginal tax rates (i.e. the first $6,000 is tax-free). However, it
must take place within three years of the death of the husband.
Note: the trustee of a testamentary trust needs to be given
sufficient discretion to distribute income and capital as he/she
feels will be in the best interest of the beneficiaries.
The tax benefits to the beneficiaries of a testamentary trust as
mentioned earlier are extremely important, especially where
children are concerned, making this structure an effective
structure with which to minimise the tax that would otherwise be
payable.
To demonstrate the tax implications that can apply to the
beneficiaries of a Will let me show you an example:
Example:

A man dies and leaves an estate that earns $100,000 in income each
year. He has a wife and two children who each receive an equal
portion of his assets. The money is therefore distributed as:
Wife
Child 1
Child 2
Total

$ 33,334
$ 33,333
$ 33,333
$ 100,000

If this is the only money each of them earns in the financial year,
through a normal ‘inter vivos’ trust (a trust formed during your
lifetime), the children would be taxed at the highest marginal rate
of 45% (excluding the Medicare Levy).
This means the tax payable on the $100,000 income would be as
follows:
Example:
Tax payable on $100,000 through a normal ‘inter vivos’ trust:
Wife
Child 1
Child 2
Total

$ 2,875
$ 15,000
$ 15,000
$ 32,875

However, had the Will been set up with a testamentary trust, the
children would have been taxed at adult rates which means their
tax-free threshold would be increased to $18,200 and the adult
rate rates would apply as follows:
Example:

Tax payable through a testamentary trust with the children taxed at
adult rates:
Wife
Child 1
Child 2
Total

$
$
$
$

2,875
2,875
2,875
8,625

Tax savings of

$24,250

As you can see, the tax saving is substantial, $24,250.
Furthermore, when the wife dies, there are no costs to transfer the
assets to the children because the assets remain the property of
the trust.
Another reason for establishing this type of structure, is to try to
ensure that ‘in-laws" or estranged family members do not have
access to a family's wealth. A common type of trust that is used to
keep assets within a family is a ‘bloodline™ trust’. This type of
structure ensures that capital is retained by the bloodline (as
determined by you and can include your children, siblings and
even cousins). Anyone who does not have a blood link to you,
such as a brother-in-law or spouse of your child, cannot gain
access to the assets. This may or may not be relevant to your
situation, but does give you that added protection in case of a
nasty divorce of one of your family members.
For more information about trusts and asset protection see my
book ‘Asset Protection Secrets of a Real Estate Millionaire’
Inherited Property
The Capital Gains Tax implications have been explained in greater
detail in Chapter 11.

Chapter 17
Investing overseas
The Australian Income Tax Act is extremely far reaching,
stretching way beyond Australia’s own shores, having tentacles
greater than the North Pacific Giant Octopus when it comes to
overseas investments. Moreover, the Australian Tax Office is also
relatively more savage than the Tax Offices in most other
countries around the world.
Basically, any foreign income earned by an Australian tax resident
(which means you live in this country for more than 183 days),
needs to be declared on their Australian tax return regardless of
its source, county of origin or nature of income. While that is a
very broad statement, there are exceptions to the rule which are
very detailed as well as very complex.
An Australian individual either investing overseas in real estate
(or anything else for that matter) or earning foreign income from
pensions, contracts or business dealings etc., will be assessed on
that income on their Australian Income Tax return. They will of
course also have to abide by the Income Tax laws of the country
from which they earned the income. For instance if they had an
investment property in the UK or the United States of America,
which earned income, they would have to lodge a tax return in
that country. They would be taxed on the income or the profit
made from the ownership of the property in that country
according to their Income Tax laws. Then back in Australia, they
would also have to declare this same income and any relevant
expenses against that income in their Australian tax return.
Now, that may sound like they are being double-taxed, but it is
really not that bad.

You will get an offset in your Australian tax return for tax paid, for
instance in the UK or USA, where the property is situated,
provided Australia has a double tax agreement with that country.
So you end up paying approximately the same tax as you would if
you had earned the income in Australia.
Let’s expand on that a little bit. Let’s assume the tax rate in the
country where the property is located, is 20 cents in the dollar and
your rate back here in Australia is 30 cents in the dollar. What
would happen, is that you would lodge your tax return in the
other country and pay the 20% tax in that country. Then back
here in Australia, you would declare the same income and the
same expenses against that income and state that you have
already paid 20% tax in the foreign country. Whilst the tax offset
is not a direct credit for the 20% tax paid, you do get an offset for
this tax in your Australian tax return.
See www.ato.gov.au/foreigntaxoffset for more detailed
information.
Conversely, if the tax rate in the other country is say 60%, like it is
in some places like Denmark, then you would be taxed in that
country at the 60% but then in Australia you would get a credit for
that 60% tax. So if your tax rate in Australia is 30%, you would
then have a foreign tax credit that could be offset against other
income.
Now, the types of countries that I am talking about when it comes
to foreign investment are those countries with which Australia
has a ‘double tax agreement’. If Australia doesn’t have a double
tax agreement with a country and they are usually the tax haven
countries like Vanuatu, Belize and Canary Islands etc., then no
recognition of any taxes would be taken into account should any
taxes be paid in that country.
Tax scams and tax havens

While we are on the topic of tax havens, let’s explore that a little
more. Several years ago there was an influx of foreign tax schemes
which originated out of tax havens. Many of them involved
pseudo companies in that country which operated with nominee
directors. A nominee director is simply someone that puts their
hand up to be a director for that company while you retain
control. What is really happening behind the scenes, is that the
Australian investor (you) has a contract or a secret agreement
with an individual (usually an accountant or solicitor) in the
country in which you are doing business, that says that they are
the real owner and controller of the company in that country, and
therefore the controller of any of the investments or assets that
this company owns.
This is clearly a sham, and the Australian Tax Office has spent
millions of dollars tracking down and investigating these types of
tax scams.
I remember a ridiculous case several years ago when an
Australian plumber decided that he would open an IBC
(International Business Company) out of Vanuatu. He said that he
was using his Vanuatu company to do all of his administration and
invoicing, and he was trying to say that all of his income earned as
a plumber in Australia, because it was being invoiced and
controlled out of Vanuatu, was totally tax-free in Australia. Of
course, Vanuatu is one of the tax havens in the world and doesn’t
have any Income Tax. Clearly this guy got hammered by the
Australian Tax Office as it didn’t stand up to any of the foreign
investment rules, and it was clearly determined that it was a
contravention of the Australian Tax Office, a tax scam, and
therefore heavily penalised. In some instances these rulings can
quite often carry a gaol term associated with the misdemeanour.
Whilst the legislation is complex, in broad terms the test for
whether income needs to be declared or not comes down to a few
simple rules:-

1. Where does the ownership actually lie? Does it lie with an
Australian tax resident? (I say tax resident as even a nonAustralian resident can be a tax resident of Australia because this
is where they reside more than 183 days of the year and therefore
are captured under the tax residency laws).
2. Where does the central management of the company actually
lie? Again if this lies back here in Australia with an Australian tax
resident, the company or entity will be deemed to be an Australian
entity for tax purposes and therefore be required to pay taxes
here in Australia.
Many tax havens and international structuring companies put all
sorts of claims on how to avoid tax in Australia. The fact is that
99.9% of the time they are wrong. Quite often, the nominee
directors, particularly in places like the Bahamas and South
America, when under investigation, turn out to be dead or
nonexistent people. The whole practice is really very dangerous
as you have no come back or recourse if something goes wrong.
I remember meeting with a barrister in the USA who was
promoting foreign tax structures primarily to Americans, however
his market didn’t preclude Australians and other nationalities.
After quite a lot of alcohol consumption (on his part not mine), his
conversation started to become quite liberal and when I
questioned him on how holeproof the legislation was in the
particular Caribbean tax haven that he was representing, he
revealed that monies could quite easily be withheld, recouped,
transferred, and even hidden or taken away; effectively stolen
from the investors. To put it in his words ‘the slip of the pen’ is all
it would take and he was the guy who was responsible for writing
90% of the government taxation legislation on foreign investment
for a small but well known Caribbean tax haven.
You often hear about the big multinationals having offices in
places like the Bahamas and Costa Rica, even some of our biggest

companies have been in the headlines for similar international
business strategies (notice I didn’t say tax strategies), even some
of our partly owned government companies like Telstra. The
average person might wonder how come they can get away with it
but we can’t?
Well, it’s not actually a matter of getting away with it, what we are
talking about is coming back to those two basic rules of central
management and ownership. Ownership may well be held, with
the ultimate company head office being an Australian company,
but the central management and control of international business
endeavours in these cases are genuinely in those countries. It is
not a case of having a pseudo phone number that is being
answered by a telephonist with the company name should
somebody ring up and there really is no business being conducted
there; therefore a sham. These companies are large international
companies with genuine business interests overseas that
genuinely have business offices with real people, doing real work.
This is very different from the case of the plumber trying to
invoice out of Vanuatu, which is why they can then be taxed (or
not taxed in the case of a tax haven), in those countries, and not
necessarily be taxed on that income here in Australia.
Overseas investments and Capital Gains Tax
When it comes to real estate, the most common question asked is,
“What if I invest in a country where there is no Capital Gains Tax?
Surely so long as I don’t bring the money back, I don’t have to pay
any Capital Gains Tax on any gains that I make on properties sold
in that country, right?”
Well, actually no. Once again, any structure set up will be deemed
to be an Australian tax structure and therefore taxed under the
Australian tax legislation, if it cannot be classified as an exemption
from one of the two prior rules of thumb, ownership and central
management.

If there is no foreign country connection with no real foreign
country ownership or foreign central management in the form of
directorship, trusteeships, control etc., then the income, whether
it be capital gain, operational income or from rents, will be taxed
in Australia. Therefore, Capital Gains Tax is payable on the sale of
the property.
When you start investigating overseas investing you will come
across contrary advice to mine. However, you really need to look
at who is providing you with the information. Ask yourself what
their benefits and qualifications are for giving you that
information. Are they selling you a tax structure for a fee?
In the case of New Zealand for example, quite often trust
structures are set up with nominee directors of corporate trustees
who are usually New Zealand resident accountants or solicitors.
The accountants and solicitors generally know their own
country’s tax legislation and asset protection laws quite well, and
they assume, incorrectly, that the Australian Tax Act is similar to
their own. The fact is that the Australian Tax Act is far more
aggressive when it comes to foreign income than most other
westernised countries.
For example, a New Zealand resident settlor and trustee of a trust
(and of course in New Zealand you actually need to have an
independent trustee or an independent trustee alongside your
personal trustee) makes the trust a New Zealand resident trust for
tax purposes. Therefore, under New Zealand law, any capital gain
derived from the sale of an investment property would not be
taxable. But let's take it back on shore to Australia. If the
underlying beneficiaries, central management and control,
actually lie with Australian tax residents, then the trust would be
treated as an Australian trust and any capital gains would be
deemed to be earned in an Australian trust and therefore,
assessable under the Australian Taxation Act.

The situation starts to get a little more cloudy when the Australian
tax resident genuinely has family or joint-venture partners who
are tax residents of New Zealand. These New Zealand tax
residents can then fulfill the residency roles for trustee and settlor
and therefore the trust is genuinely a New Zealand trust for tax
purposes and would not fall under the realms of the Australian
Taxation Act. Therefore, any capital gain made from the sale of an
investment property would be tax-free provided the distribution
is not made to an Australian resident for tax purposes.
It is wise to be a little bit careful of the New Zealand tainting rules
which basically encompass most manufactured growth strategies
such as developing subdivisions and even serial renovation.
I will make one more cautionary statement - just having a New
Zealand address won't cut it. What you have to think of is, if you
were subject to a tax audit and you were sitting across the table
from a tax auditor, would your structure stand the test? Don't be
fooled by tax scam sellers who have a vested interest in selling
you a tax structure!
So, when can I only be taxed in the foreign country and not have
the income deemed to be Australian income? Surely the fact that I
choose to live in this beautiful country shouldn't compromise the
amount of tax I have to pay on worldwide income?
Well, there's a lot of political issues that start to come into play
even down to some of the simpler ones like, if you choose to live
here, regardless of where your income is earned, you should be
taxed here, because here is where you collect the benefits of the
Australian lifestyle as we know it, including all the infrastructure
like roads, hospitals, schools, etc.
Political issues aside, there has been a loosening of the rules for
foreign income in recent years. Since July 2004, foreign income
rules in Australia have definitely relaxed, and the rules regarding

countries with similar tax regimes to Australia, which are called
‘broad taxed countries’ or ‘listed countries’, have been broadened
significantly. The Tax Office has introduced a foreign accruals
system which was designed to combat profit sheltering by foreign
companies and trusts in low tax countries which are controlled by
Australian tax residents.

Chapter 18
Planning for retirement;
superannuation
Retirement is something a lot of people look forward to. It is that
point in life where one finally gets to stop working and enjoy the
fruits of their labours, relaxing, travelling or toiling away in their
gardens or workshops, doing the things that they have always
wanted to do, but never had the time.
Unfortunately, most people don’t really start to think about
retirement until they hit about 45-50, which is a shame, because
when they really should start thinking about retirement is as early
as their first job. Consideration at this time will give them a much
better result in retirement. Consequently, many people, as they
move closer to retirement, realise that they have underestimated
what their needs may be, if they have estimated their needs at all,
and then suddenly try to save their nest egg in the last few years
as if they were cramming for an exam at uni!
So let’s look at some strategies by which you can take advantage
of some of the government incentives put in place to help pending
retirees accumulate retirement wealth.
Superannuation
Most people these days are familiar with superannuation. Anyone
who has ever worked for anyone over the last 20 years would
have had some form of superannuation paid, but when someone
thinks about superannuation it is normally just this far out thing
into the future that is controlled by somebody else, that they don’t
know anything about and they feel they have very little to do with.
The government has its own set of problems; with a generation of
‘baby boomers’ set to hit retirement age in a few years. They have
had to face the realisation that they are not going to be able to

afford all of their pensions. So, in an effort to combat this
predicament, they are doing everything they can to encourage
people to start funding their own retirement, and in turn have
created a lot of incentives to do so.
Tax offsets
Tax offsets reduce the amount of tax that you actually owe to the
Tax Office. It is different to deductions in the way that the offsets
are calculated on the tax that you actually have to pay rather than
your taxable income.
There are three offsets that may apply to the retiree:1. Low Income Offset
2. Self-funded Retiree Offset
3. Mature-aged Offset
Depending on what applies to your situation, tax offsets can be
applied concurrently. Firstly, a low income offset could be
applied, then as a self-funded retiree there may be additional
benefits where tax payable from income from interest, dividends
or investments could trigger this offset. Then, if you are over a
certain age and you have a certain level of income, once again it
could trigger an offset. So finally, you could end up with $1,500
worth of offsets applied against your taxable dollars.
Let’s explore this a little bit more.
Let’s say for example, that Peter is a self funded retiree of pension
age and he earns $30,000 a year. The income threshold for
$30,000 is $18,200 leaving a balance of $11,800 that is taxed at
15%. This means that the tax owed will be $1,770. Because Peter
is under a certain threshold of income, the Tax Office gives him the
Low Income Offset of $1,500. So now all he owes is $270.

If part of his $30,000 income has come from interest or dividends
as a self-funded retiree, he is also able to claim the Senior
Austalian Tax Offset. This offset is $2,230 so it reduces the $270
to zero.
Example:
Income
Tax Threshold
Taxable Income
Tax Payable
(15% marginal tax rate)

$30,000
$ 18,200
$ 11,800
$ 1,770

Less:
Low Income Offset
Self-funded Retiree Offset
Total Offsets

$ 1,500
$ 2,230
$ 3,730

After Offsets Tax Payable

$ zero

Finally, there is the Mature-aged Offset applicable to retirees over
55 who earn less than $63,000 to a maximum of $500.
Co-contributions
The government, recognising the need to encourage income
earners to make contributions to their superannuation long
before their retirement, has introduced additional incentives to
income earners in the way of co-contribution subsidies.
Basically, if an employee contributes $1,000 from their after-tax
dollars into their superannuation fund, the government would cocontribute up to $500. Although this is not a new initiative, where
initially these subsidies only applied to wage earners, they now
apply to everyone, self employed or otherwise.

To be eligible for the super co-contribution you would need to
answer yes to all of the following:
• You made one or more eligible personal super
contributions to your super account during the financial
year
• You pass the two income tests
• Your total income for the financial year is less than the
higher income threshold ($48,516 for 2013-14)
• 10% or more of your total income comes from eligible
employment-related activities or carrying on a business, or a
combination of both
• You were less than 71 years old at the end of the financial
year
• You lodged your tax return for the relevant financial year.
Your maximum super co-contribution depends on your income. If
your income for the 2014–15 financial year is $34,488 or less, for
every $1 you personally pay into your super, the government will
pay you 50 cents. As your income increases above $34,488, the
amount the government contributes reduces for every $1 you
earn up to $49,488.
Self-managed fund contribution limits
There are age based limits to what can be contributed to
superannuation funds by employers and employees in any one
financial year, and it is important to adhere to those limits as
breaches can result in severe penalties that could end up negating
any benefits the contributor may otherwise have been entitled to.
Up to age 49: Limited to $30,000 p.a
Aged 49 and over (from 30/6/2014): Limited to $35,000 p.a
Additionally, you can contribute another $180,000 per year nonconcessional (after tax money) and can take advantage of a 3 year

grouping arrangement which allows you to claim all 3 years
together in the first year ($540,000), but then you can’t put any
more in for the next 2 years.
The onus is on the employee to keep track of what they are
contributing to super and that applies not only to their own
contributions, but to their employer’s contributions as well. The
repercussions for over-contributing to your superannuation fund
results in the contributions automatically being treated as nonconcessional contributions. If the excess is above the nonconcessional limits and the member leaves the excess in the fund
will continue to be taxed at the top marginal tax rate (46.5%),
excess contributions may be refunded back to the you and taxed
at your marginal tax rate with a excess concessional contributions
charge. Check with your super specialist for more detailed
information.
There are some fairly complex rules with regards to these
additional contributions, so I guess the key is to make sure that
you keep track of what is being contributed - your contributions
and your employer’s contributions.
Self-managed versus managed
Over the last decade, managing your own superannuation fund
has become a popular strategy, and an option that generally
anyone can take advantage of, with the exception of government
employees. While managing your own superannuation fund takes
time and skill, it can reap returns that you may not have otherwise
had, if managed through a traditional managed fund.
When you set up your own super fund, you essentially become the
controller of your fund. The fund can have a maximum of 4
members, and every member must be a trustee or director of a
corporate trustee company (except in the case of a minor where a
parent or guardian can act on their behalf until they are 18).
Single member superannuation funds must have a corporate

trustee or a relative acting as a trustee with you. I prefer a
corporate trustee in all cases.
In a recent case, the Shail Case, the courts upheld the
responsibility of the trustee even though there was no knowledge
or benefit from a non-compliance. Mr and Mrs Shail were
personal trustees of their superannuation fund when they were
going through divorce. Mrs Shail did very nicely out of the long
and bitter divorce. Mr Shail decided to play nasty, and withdrew
all their superannuation money and skipped off overseas. ATO
became aware of the fraud and non-compliance and took action
against the trustees of the fund. Because Mr and Mrs Shail were
personal trustees of the fund, both were joint and severally liable
for the outstanding tax debt.
When a breach is confirmed, the penalties are horrendous. The
tax office penalty totalled $3.59 million. Obviously Mrs Shail was
not impressed – but none the less liable for the debt.
Had the trustees been a company, the result may have been very
different.
To self-manage a superannuation fund, you must have a plan of
attack, an ‘investment strategy’, and written minutes to show that
you are investing according to your investment strategy.
Additionally, the fund must be audited every year to ensure that
you are indeed investing according to your investment strategies
– penalties do apply if you invest outside of this. Finally, trustees
new to self-managed superannuation, will also have to sign a
declaration that states that they know what they are doing and
that they will invest according to their investment strategy.
Once you have set up your self-managed superannuation fund and
you are in the accumulation phase of your investment strategy,
you will no doubt at some stage look towards real estate as part of
your investment strategy.

Now, one of the great things with property is that you can now
borrow money via the use of a limited recourse borrowing
arrangement and a special holding trust (commonly called a bare
trust) using property as leverage, and then really use this leverage
to accumulate more property throughout the accumulation phase
of your life. It is a strategy that can really accelerate your return,
so obviously, when we are talking about whether we should be
accumulating property inside superannuation or outside
superannuation, real estate leverage needs to be taken into
consideration as a superannuation fund has limited availability for
borrowing. So let’s take a closer look at that.
Borrowing in super funds
For a while, there was a school of thought that an individual, as
‘tenants in common’ with their super fund, could go out and buy a
property. As tenants in common, the individual would own a
specific portion of the property, for instance 60%, and the super
fund would then own 40%. In the individual’s part of the tenants
in common, if the bank was happy with the arrangement, they
may allow the individual to borrow money and only take security
on the 60%, and in this case it was then okay to borrow with a
super fund. However, traditionally, banks don’t like to do this, and
therefore it is not a strategy that is often worth pursuing.
So a better strategy to pursue would be this:If the individual has equity in a property (for instance, their
principal place of residence), they set up a unit trust structure
with a piggy bank trust; a simple discretionary trust, and use the
equity from the property to lend the piggy bank trust ‘x’ amount of
dollars, say it is $200,000. This piggy bank trust then uses this
money to subscribe for 200,000 units at $1 each in the unit trust.
If a property becomes available that the trust wants to buy and for
example, that property is $300,000, the remaining $100,000 can

be accessed from the self-managed super fund by way of the super
fund purchasing 100,000 units from the unit trust at $1 each also.
By doing this, the unit trust now has the $300,000 and it can go
out and buy that property. In this instance, the individual has
taken advantage of leveraging without the unit trust being
associated with the super fund itself. The property in the unit
trust remains unencumbered and can’t ever be used as security
for any borrowing.
However, although this strategy does work, in reality it is an
ineffective use of the leverage of that individual’s home. The
reason is that the trust could have borrowed that money anyway.
Not only that, it could have borrowed a lot more, maybe even as
much as $1,000,000 for the same amount of equity being used. So
rather than having only that $300,000 accumulating value and
earning income it could have had $1,000,000 worth of property
accumulating income and value. So realistically, although it can be
done, this is a non-aggressive strategy.
There are ways in which this strategy can be made to work
depending on the individual.
Someone I know who does commercial properties, has a separate
unit trust for each property that he buys and always does a joint
venture with his piggy bank trust. Progressively he increases the
value in his super fund through acquiring units in the other trusts.
Because of the inhouse asset rules, if the trust was geared, he
couldn’t do it at all, but as the unit trust is not geared, it falls
outside those inhouse asset rules, so progressively the super fund
can acquire those other units from the original piggy bank trust
even though the lending is still there. So basically, the income
generated in the trust is being contributed to the super fund, and
the super fund is using this money to buy back the units from the
joint venture partner.

This is a very non aggressive strategy, but it is probably a good
strategy for people who don’t have a lot of equity outside their
superannuation and want to access the superannuation fund
money. This can be useful when you are doing a joint venture, and
you have a self-managed super fund, and you would like to do a
quick renovation that you will flip, as it can help you get going a
lot quicker. Additionally, if you know someone else that has a
super fund and they are not related to you then you can both
subscribe to the units in the unit trust through your
superannuation funds and that unit trust can now borrow. In this
instance, this only applies because they are not related (3
generations or through business) and no related party has a
controlling stake ie owns more than 50% of the units.
Where previously you could not borrow through a
superannuation fund other than through options such as
instalment warrants as non-recourse loans, new rulings have in
fact broadened superannuation laws to include property and the
ability to borrow through the use of a ‘bare trust’.
A bare trust is a trust where the self-managed superannuation
fund is absolutely the only entitled beneficiary. This means that
there are no other beneficiaries to the trust.
Through the bare trust, the self-managed superannuation fund
can borrow to buy the property, from a bank or lender, but it is
the trustee of the bare trust that retains the title of the property
until the final installment is paid. The superannuation fund can in
turn rent the property, receive the rents, and pay the interest on
the loan to the lender. Should the trustee decide a few years down
the track that the property hasn’t performed as well as they had
hoped, they can either sell the property or quit the loan, where it
then becomes the resonsibilty of the lender to sell the property
and pay out the loan. If the situation occurs that lender is to sell
the property due to default on the loan then the lender only has

recourse over the property asset itself and no further recourse
over the other assets of the self managed superannuation fund.
Alternatively, should the property perform well and you sell it to
receive the profits, the profits of the property would then be
returned to the superannuation fund and be required to pay tax
according to its tax rate which would be effectively ten cents in
the dollar while in accumulation phase and tax free if sold once
the fund had moved into pension phase.
Should the property in the bare trust be negatively geared, the
super fund would have to have an income from other sources to
be able to take advantage of the loss – you cannot count on future
contributions into the fund, it has to be offset against actual
earnings.
So these are the ways that the new rulings on self-managed
superannuation funds have allowed for money in these funds to
be utilised. Remember that there are strict guidelines that need to
be adhered to, and failing to do so can result in severe penalties to
the investor. At all times when dealing with superannuation and
especially complex strategies as above I recommend you seek
expert advice from a licensed advisor that specialises in self
managed superannuation and property transactions.
In specie transfers
At some point in your retirement strategy, you may have amassed
considerable assets, and nearing retirement, you may wish to
transfer some of these assets ‘in kind’ to your superannuation
fund. This is called an ‘in specie’ contribution. ‘In specie’
contributions are an asset contribution rather than a cash
contribution, and must come in under the contribution limits.
However, there are restrictions. These restrictions include
residential properties. A self-managed super fund cannot acquire
an asset from a member unless it’s one of the following. It is a

share, a life insurance policy, or a Business Real Property. If the
property is the actual commercial property rather than a premises
from which a business is run, this could be bought by the
superannuation fund, because it is commercial - Business Real
Property.
For superannuation contributions from small business events,
there is an indexed lifetime limit of $1.355 million for 2014-2015.
Here is an example:
In 2014-15, Sam, aged 58, sells an active asset used in his small
business. Sam has owned the business for 15 years and qualifies
for the CGT 15-year exemption. The proceeds from sale are $1.405
million and the capital gain of $350,000 is disregarded. It is still
2014-15 and assuming that Sam wishes to contribute the entire
capital proceeds to his superannuation fund. If he has not
previously made any superannuation contributions and used his
CGT cap, he could elect to contribute $1.355 million under the CGT
cap exemption and have the remaining $50,000 count towards his
non-concessional contributions cap.
This would allow him to make an additional $130,000 nonconcessional contribution in the year without exceeding his nonconcessional contributions cap or $490,000, using the “bring
forward” option.
Contributions of commercial properties ‘in specie’ can be made
into superannuation provided they fall within the maximum age
limits, business limits and small business exception limits.
Prior to making ‘in specie’ transfers, the best strategy is to take
advantage of all of the other government incentives such as cocontributions, and use your superannuation fund to accumulate
wealth.

It is worth remembering that it does actually contravene the
Superannuation Act if restricted ‘in specie’ transfers are made
such as the transfer of a residential property and there are
penalties involved, not excluding gaol terms. The penalties can
mean that the superannuation fund can end up being taxed at
46.5%, not just the earnings but the whole amount sitting in the
super fund simply because you have contravened the Act.
Nearing retirement
Let’s assume we are nearing retirement and we are trying to get
as much into superannuation as possible. You might ask, why are
we doing this? There are a number of reasons. Through the latest
overhaul in superannuation rules, it has become a very attractive
place to be from say, 55 years onwards. One of the reasons is
because there is no longer a ‘clawback’ for bankruptcy. So if you
have put contributions into your superannuation fund in good
faith throughout your lifetime, and also excess contributions
leading up to age 60, if something happens to you outside of your
superannuation fund, the fund is safe as a bankruptcy trustee
cannot access these funds. It is probably one of the better asset
protection vehicles available.
Another reason is that once you are over 60 years of age, the
components of the superannuation fund all become tax-free. The
earnings on pensions also become tax-free, so you can have a
situation where if you still want to work, you can set up a
transition to retirement income stream which allows you to take a
minimum sum out of your superannuation fund or up to 10% of
your balance and still be working.
So, if you had a large balance in your superannuation fund, you
could apply a two phase strategy. The first phase would be the
accumulation phase where you might be salary sacrificing your
income from your employer up to $50,000. The second phase
would be drawing from your pension up to $50,000 tax-free. By

doing this, you are only paying the 15% contributions tax on the
income that you have salary sacrificed.
Overall, the general rule is that as you get closer to 60, you should
be contributing as much as possible into superannuation. This
way you can take advantage of the tax-free pension component as
well as all the other tax concessions which will ultimately result in
prosperous, well planned, and financially stress free retirement.
Life insurance policies
One final thing to keep in mind with your retirement strategy, is
life insurance policies. Most managed superannuation funds have
built in life insurance policies, which in the case of a rollover will
cease to exist once the fund has been closed. So if you have a selfmanaged superannuation fund, it is worth keeping a small sum in
existing funds from which you are rolling over, to keep the fund
open, and thereby keep the insurance policy valid.
A few years back, I was chatting to a friend of mine at a barbeque.
He was a mining engineer, and through the mining companies he
had worked for over the years, he had a number of
superannuation funds. He was in the process of setting up his own
self-managed superannuation fund and was telling me how he
was about to rollover all of his super funds. He also happened to
mention that he had had a bit of a cancer scare, at which point I
mentioned that he probably shouldn’t rollover the whole fund as
he would lose his life insurance policy. Because he had had a
cancer scare, it was unlikely that any insurance companies would
reinsure him were he to give up those policies.
So it was just as well I chatted to him before he had rolled the
entire sum into his superannuation. This way, he left enough
money in the fund to keep his life insurance policies valid and
rolled over the rest. Had he rolled over the entire balance, then his
insurance policies would have become invalid and having had a

cancer scare in the past he would have had next to no chance of
being able to establish a new life insurance policy.
Unfortunately, this is something that people usually only find out
after the event, once their policies have been cancelled and they
are unable to find a new insurer, and at a point where it can’t be
undone.
This chapter on superannuation has been written with the helpful
advice of Clint Ducat from Investor Advisory Network.
www.investorsuccessnetwork.com.au

Chapter 19
What to do at the end of the
financial year; record keeping
Record keeping is essential to meeting your tax obligations.
Furthermore, good record keeping will not only help you meet
these obligations, but will also save you time and money that you
may have otherwise missed out on, in the way of tax-deductions,
simply because you have not met the requirements of the Tax
Office in terms of record keeping. It will also help you to know
exactly where you are at with your finances at any time, helping
you to monitor stock, income and expenditure.
The Tax Office requirements are that records should generally be
kept for five years, so that is five years after any transaction or
expense, or the completion of any given project. Or in the case of
real estate, five years after a property is sold, even if that property
has been owned for longer, for Capital Gains Tax purposes. The
records must be in English, or readily convertible, and they must
be relevant to the income and expenditure to which they are
applied. Your records will also need to show how you determined
the figures that you have declared on your tax return.
If you do not keep adequate records, the Tax Office, in the case of
an audit, may require you to pay back the money that you have
claimed as deductions, and even impose penalties and criminal
charges in extreme cases, so keeping good records certainly has
its incentives!
The end of the financial year
So the end of the financial year has come around, and it is once
again time to prepare all of your income earning information to
take to your accountant so that your tax return can be calculated
and lodged. In Australia, the financial year is a period of 12
months that starts on the 1 July and ends on the 30 June, so a tax

return is based on the income and expenditure incurred by the
taxpayer during this period of time.
Visiting your accountant
It is the job and duty of any good accountant to reduce a client’s
taxation liability by claiming all legal deductions and structuring
the client in the most tax efficient manner. Your accountant does
need some help from you to be able to save you tax. It is your job
to keep adequate records, communicate your dreams and
intentions for the years ahead, and to have a broad understanding
of what you are able to claim, to make sure you are keeping the
right records.
By now, having reached the final chapter in this book, you will
have sufficient knowledge to know what records to keep, know
when it is appropriate to seek additional professional help, and if
your current advisors know what they are talking about or if you
have outgrown their area of expertise.
As a property investor, you have chosen to specialise in one
particular field – it is to your advantage to deal with professionals
who also specialise in that field.
Interim visits to your accountant
It is a common misconception for many to only visit their
accountant once the financial year is over and by doing that, many
taxpayers miss the opportunity to put into place some effective
strategies by which to reduce their tax, and end up paying much
more tax than they need to.
For this reason, I can’t stress enough the importance of interim
visits to your accountant, especially around that April/May time of
year, to have a pre-year-end review. The purpose of this review is
to look at the income and expenditure that you have incurred thus
far, and what expenses you or your business are likely to incur
over the next year.

At this point, it can be decided whether or not it would be tax
effective to bring some of these expenses forward so that you can
take advantage of deductions this financial year and thereby lower
the tax payable. There may have been maintenance and repairs
that needed to be done to your investment properties, or you may
have sold that property to offset some of the losses against your
capital gains. There might be expenses such as rent or lease
payments or even interest on loans that you could prepay for the
next 12 months, or you might even take advantage of some
business related seminars to help further your knowledge and
reduce your taxable income in the process. All of these things can
make a huge difference to the tax payable on your income.
Conversely, had you waited until the end of the financial year, it
would have been too late to put any of these strategies into place
and you may have ended up paying much more tax, one, by being
in a higher tax bracket than you needed to be and two, by not
being able to take advantage of the deductions.
This is where good record keeping will come into play, as if you
have been diligent in keeping your records, everything you need
will be close at hand and will maximise your efficiency and ability
to do these things.
Asset and ownership registers
If you own a property for fifteen years, you have to keep all
records pertaining to that property for at least twenty years.
That’s a long time to keep renovation receipts, Stamp Duty
particulars, costs of purchase, searches etc., and even how much
depreciation you may have claimed on tax returns years ago. It is
for this reason that an asset and ownership register can be
extremely useful. It will help you, the investor, keep the
documentation that you need to calculate and minimise your tax
obligations. You can set up your own asset register, but there are
some comprehensive ready-made asset registers available so that

you can be sure that nothing is left out. It will help to ‘audit-proof’
you and your records from any tax audit.
For more information see my website for ‘Insider Tax Secrets
Compendium – Asset and Ownership Register:
www.dymphnaboholt.com
Assessment checklist
Once your tax return has been prepared by your accountant, it is
important to double check the assessment to make sure that all
the information provided is correct and complete.
Be sure to retain pay slips and invoices, passbooks and other
investment information, and check these against your payment
summary and other records, so that you pay tax only on the
income earned during that financial year.
Sometimes there can be mistakes, as simple as a decimal point in
the wrong place that can mean a difference of hundreds of dollars,
so check your assessment carefully once it has been issued by the
Tax Office and make sure you receive full credit for:• PAYG withheld from salary and wages
• PAYG instalments (check the figure is correct)
• dependant and other tax offsets
• check Withholding Tax withheld on investments due to the
Tax File Number not being quoted
• imputation credits on franked dividends
Those with private health insurance cover are entitled to a tax
offset based on 30% of the premiums paid. This is based on the
actual amount of premiums paid up to June 30t. If you did not

claim it as a reduction in your premiums, your private health
insurance fund will provide you with details of the amount against
which you can claim in your tax return.
Make sure that you declare all of your interest, rent and dividend
income. The Tax Office receives complete details from all
companies and financial institutions of interest and dividends
paid during the income year. That information is matched by
computer against the declared income in your return, so it is
important not to leave any of this information out. Remember,
ignorance is not an excuse.
Finally, make sure you retain receipts and records including travel
and expense diaries and log books used to work out the
deductions derived in your assessment in case of an audit. These
records must be kept for 5 years.
Tax audits
Since taxes were first introduced into our legal system, the onus
on providing proof has been with the taxpayer to show their right
to claim a deduction and justify their income. The Tax Office is
responsible for collecting this revenue and making sure that the
taxpayers pay the correct amount of tax.
A tax audit is an examination by the Tax Office of your lodgements
to ensure that you have indeed declared all of the assessable
income that you have received and that you are in fact entitled to
the deductions and tax offsets that you have claimed on your tax
return.
There are a number of ways in which tax audits are conducted,
varying in complexity. Some audits may take place without you,
the taxpayer, being aware. Information is cross referenced with
banks and financial institutions on interest earned, Centrelink
payments and other sources, to see whether or not you have
declared this income on your tax return.

Sometimes an audit may be a simple line of enquiry asking you to
provide further information or verification of your claims or
alternately, you may have a tax officer visit you and ask to view
your records.
Audit insurance can be taken out to cover the extra costs of going
through an audit, costs such as bookkeeping, accounting fees etc.,
and of course the premiums are tax-deductible.
What do you do if the tax auditor wants to come to visit?
So, you have received a letter from the Tax Office stating that an
auditor would like to make a friendly visit, and although your first
inclination would be to say that you are going on a long extended
holiday, that is not really an option, and providing that you have
been honest on your lodgements, there is no real need for panic.
The Tax Office may wish to conduct either a review or an audit. A
review will usually be conducted to check for errors and help
correct these. At this point, if it appears that you may not have
been entirely forthcoming with your tax return, it may then be
decided by the Tax Office to take the next step and conduct an
audit. Should you yourself become aware of any errors during the
process of the review, now is the time to tell the Tax Office as they
will take this into consideration and significantly reduce any
penalties that may otherwise have been imposed.
An audit is a little more comprehensive than a review and the Tax
Office examines documents in greater detail and if necessary,
corrects any discrepancies found. It is expected that you
cooperate with the auditor and provide any documentation
relevant to the audit for review.
If after examination of your records it is decided by the Tax Office
that there is an amount missing on your tax return, you will then
receive a ‘Notice of Amended Assessment’ informing you of how
much to pay – this amount may also include interest and penalties.

If you agree with the amended assessment, then you will have to
pay this amount, but if not, well, then you will need to lodge an
objection.
Once the audit has been done, you will be notified of the outcome,
and your rights and obligations, and will be guided through the
process by the Tax Office.
Remember, making a false or misleading statement in a tax return
or keeping incorrect or false records with an intention to deceive
or mislead a tax officer is a serious offence, and once again I must
stress - ignorance is not an excuse.
Record keeping tips
Here are a few record keeping tips that will help you to be
organised:• set up an efficient filing system for all of your receipts and
paperwork
• keep an asset register for each of your properties
• keep a log book or a diary to record travel and home office
expenses
• keep personal and business paperwork separate
• if using accounting software, update your records
regularly so files are up-to-date and you don’t end up
spending hours doing a big catch up
• back up all of your records if using a computer and keep
the backup disc in a safe place
• fill out your cheque butts correctly when you write the
cheque

• make sure your records can be understood by someone
other than yourself
• it is never too late to try and follow up records that have
been destroyed or misplaced
• don’t be afraid to ask for help!
On the following pages are some forms and checklists that may
prove useful for your record keeping and filing.
I hope this book has been helpful and informative, I have a
number of other books which you can review at the back of this
book as well as my real estate coaching programmes which you
can check out on my websites www.dymphnaboholt.com and
www.iloverealestate.tv .
Remember – treat the Tax Office like your business partner and
your experience with them will be a lot easier. We as a nation
need to change our attitude around tax and invest for profits not
investment so we can lose money so we don’t have to pay as much
tax (of course I am talking here about negative gearing versus
positive gearing).
My adage is:
“ If you are not paying tax – you are not making any money!”
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