Government Income
Support

Assetstest- If theinvestmentisreal estate the
valueof thereal estateisreduced by theamount
owingontheasset. Forsecured loans the asset
value is the net value after deducting any
amountstill owing. Forunsecured loans the
outstanding balance of the loan may be
deductedifevidenceis provided thattheloan
wasobtained for the purchase of that particular
asset.

If the investment is a financial investment
(shares, unittrustsetc) theassetvalueisthenet
value after deducting any loan amount still
outstanding.

Iftheloanissecured againstaperson's principal
residence, the outstanding value of theloanis
notdeducted from the value of the asset.

Income test - If the assetis real estate, a
deduction of one third of the gross income
plustheintereston theloanisallowed inthe
first year. If the cost is greater, evidence of
expensesmustbe provided. Thereafter costs
asshown on the owner's tax return are used
with depreciationand some other costsadded
back. Where more than one property is
involved theincome from each canbereduced
tozeroby expenses from that property only.
Aloss on one property does not reduce the
profitonanother.

If the investment is a financial asset the full
marketvalue of the financial assetis assessed at
the deeming rates to determine a person's
income (noreductionisallowed for the debt).
Noallowanceismade forloan costs, secured or
unsecured.

Glossary

ATO- Australian Taxation Office

Deductions - Amount by which assessable
incomemay bereduced forallowableexpenses
incurred inearning income. Canalsoapply to
governmentincomesupport

PAYG withholding payments-Taxdeducted
from salary and wage earners as they earn
from theirincome (Pay as you Go)

Marginal income taxrate-Rate of tax payable
onthelastdollar of taxableincome.

Tax offsets - Reductions in amount of tax
payable as anincentive for certain actions or
circumstances
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Negative Gearing

Negative gearing is the process wherea person
borrows money to invest and the costs of the
investmentare greater than theincomereceived.
Effectively, at least on paper, the investment
makesalossforaperiod of time. Frequently the
investor may need to contribute money to the
investment as the income received from the
investment may not be adequate to cover the
costs. Ideally however the asset would grow
over timetoadd value to theinvestment.

The most common investments that are
negatively geared are real estate, shares and
managed investmenttrusts.

By gearing into an investment a profit is
magnified because the gainismadenotonly on
theinvestors' capital butalso on theborrowed
funds. Equallylossesare magnified as the debt,
interestand charges mustbe repaid.

It is important that investors have adequate
income to meet their loan commitmentsin the
event there is a shortfall in income from the
geared investment. Tomaximise the benefits of
gearing investors should be in the higher
marginal tax brackets and have surplus
disposableincome.

These investment strategies are complex and
professional advice should be sought before
investing. Even the most researched and best
intentioned advice may still result in a loss.

As with all strategies for investing negative

gearing may not be suitable for all investors’

particular circumstances, especially for some
who are retired.

Features
o A taxeffectivemeansofwealth accumulation

* Enablesthe purchaseoflarger assets thanif
restricted to theinvestors' own capital

¢ Canreduceincome taxliability (see taxation)

* Potentialtoachievegreaterinvestmentreturns
than withoutgearing

But Remember
* Disposableincome canbereduced
* Lossesmagnified
* Thereare costsassociated withborrowing

* Market values of the asset may fall causing
lossinthe value of the asset combined witha
debtthatmustberepaid

* Income from theinvestments may vary and
could evenbenil ornegative

* Disposal of assets at a reduced value may
negateany taxadvantagespreviouslyreceived

* Feesmaybe charged tobuy and sell theassets

* Additional security may be called forin
theeventofadverse marketmovements

* Lender may request debt reduction in the
eventofadverse marketconditions

Taxation

Income from theinvestmentsis fully assessable
intheyearthatitisreceived. Usual deductions,
tax offsets and credits apply.

The coststhatmay be claimed asataxdeduction
include the interest charged on the loan,
depreciation of the asset, rates, insurance, costs
associated withinspectionof property and other
expenditureincurred in gaining income from
theinvestment.

Intheeventofsignificantreductioninestimated
taxableincome, applicationmaybemadetothe
ATO to reduce PAYG withholding payments.
Thismaintainstheinvestor'scashflow. Otherwise
alargertaxrefund canbereceived oncompletion
of annual tax assessment.

Financial Institution
Costs and Issues

* Investigateloan options -interest only, fixed
and variableinterestrateloans

¢ Interestrates can vary with options chosen

e Fees can include commitment fees,
establishment fees, loan service fees, account
keeping fees and transaction fees

* Loyaltybenefitsmaybeavailable, thougha
costmay be associated with these



