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CAPITAL GAINS TAX

(CGT)

Important — This booklet is simply a collection of Newsflashrticles relevant to CGT. The articles
are transferred from Newsflash into this booklet soit is best read from the back page forwards to
ensure you are reading the latest article on the foc first. Note that the information contained inthis
booklet is not updated regularly so it is importantthat you seek professional advice before acting an
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Principal place of residence CGT exemption

Basically if you make a capital gain when sellimuy home it is exempt from capital gains tax baré¢hare
some catches and extra benefits. Ensuring thatiyalify for the exemption is now more importardrhever
because indexing for inflation no longer applies.you hold the property for 20 years it would nuo¢
unreasonable to expect it to double in value biih wb exemption you could lose 23% of that increase
value in tax. This would mean you would not have money to buy a similar house elsewhere or plyssib
not be able to afford to move. The following islanmary of some important points to the exemptiBRR
stands for principal place of residence.

1) CGT does not apply to your home if it was jpased before 20 September, 1985.

2) The PPR exemption can apply to a forfeited depmsilamages received from a defaulting purchaser
providing the house is put back on the market arethtzially sold.

3) A “Spec” builder who lives in the “spec” home teatally qualifies for the PPR exemption but is taleab
on the profit as normal business income anywaythisdoverrides the CGT exemption.

4) If the home is owned by a trust or company the BREnption cannot apply

5) Basically if you make a capital gain when sellirmuy home it is exempt from capital gains tax beréh
are some catches and extra benefits. Ensuring/thagualify for the exemption is now more impottan
than ever because indexing for inflation no longeplies. If you hold the property for 20 yearsvduld
not be unreasonable to expect it to double the &Ription cannot apply.

6) If you move into a house as soon as practical gfterpurchase it the house is deemed to be your PPR
from the time you purchased it. Further, if at tinee of purchasing your new house you have nosgkt
your old house they can both be your PPR for u@ moonths. Providing during the last 12 months you
have lived in your old residence for at least 3tiewous months and it was not used to produce ilecom
during the period in that 12 months that it wasymtr PPR.

7) If you sub divide the land your home is on and #a&l new block separately from your home the PPR
exemption does not apply. If you build anotherdean the block the PPR exemption can apply fdoup
6 months if you sell off the old home in that timRefer point 5 above and TD2000/13 & TD2000/14.

8) Other than the circumstances in point 5 above youanly have one PPR at a time. Providing you have
at some time lived in the place (refer point 9doalifications) you can choose which house youtwan
be considered your PPR but only from the time yrsi fived there (except re point 10) and only agsix
years after you move out if it becomes income pcody during your absence. The time frame is
unlimited if it is not income producing while yoweanot living there. Note if you move back in ahén
out again (refer point 9 for qualifications) yoleantitled to another 6 years PPR exemption evinsif
income producing.



9) If you earn income from your PPR while you arerlyithere than your PPR exemption only applies&o th
percentage of the Capital Gain that representpéheentage of the house used for private use. iNote
Walters case a person renting out rooms in the hamiteshe lived in was only allowed a PPR exemption
for the portion of the unit not rented out. Evaough the rent was half of the market value. olfi yare
going to take advantage of the circumstances @atlin point 6 but the home was partly used to pcedu
income while you were living in it then you can piget the same percentage PPR exemption during the
year period as the percentage the house was uspdvate while your were living there.

10)When considering whether your house is your PPRATF@ considers the following factors (refer TD51)
note not all have to be satisfied:

(a) Electricity and Phone connected in your name.
(b) Registered on the electoral role to that address.
(c) The presence of personal effects in the house.
(d) The address given for mail deliveries.

(e) Where your family lives.

() The length of time you have lived there.

(g9) Your reasons for occupying the dwelling.

11)You can elect to have vacant land or a propertyareurenovating classed as your PPR for a periagb of
to 4 years before you move into it providing yourdid have another PPR (other than for the 6 manths
point 5). But you must move in as soon as pralcéftar the building is finished and live there firleast
3 months before selling or have died.

12)If your house is accidentally destroyed and youtkel land rather than rebuild, your PPR exemptian
continue to apply to the land until sold providiymu do not claim any other place as your PPR.

13)Families are discriminated against in that spouses their children under 18 can only have one PPR
between them no matter where they live. Spouse®lext to claim their spouse’s PPR as theirs dven
they never lived there and even if their name tsamothe deed. If both spouses want their sepa@tees
to be their PPR they only get half the exemptioreach place.

14)If you acquired your PPR after 2Geptember, 1985 and used it as your PPR until soneeafter 28
August, 1996, when it became income producing yastnuse the market value of the property at
the time it becomes income producing, as your base. Therefore any assessable capital gain mhll o
arise on an increase in the value of the propdtty & ceased to be your PPR. It is not optional.

Trusts and Capital Gains Tax concessions

There are many capital gains concessionsrésger's question below for example) for businesdesse
“combined assets” are less than $6 million. Theblam lies with the definition of “combined assets
these include the assets of associates. If yoomerating your business as a trust then all tinefii@aries of
your trust that are entitled to 40% or more of pinefits are associates of your business. Traditlgrirust
deeds have endeavoured to define beneficiariesdedywas possible to cover all possible future ¢évermihe
trouble is that the total of all these possible dfieiaries assets could easily reach $6 milliono iSis
important to have a clause in your trust deed dhgtbeneficiaries other than the immediate famignhers
are only entitled to a maximum of 39% of the psofit any given year. This ensures their asseta@rtaken
into account when determining whether the assetiseofrust and its associates does not exceed $6m.

If you are operating through a trust but theibess is so personalised that there is no charsmdling it to
someone else, and there are no significant asketapove should not be of concern to you as ydunei be
subject to capital gains tax unless you can selbtlsiness for more than it cost you.

Basics for executors of deceased estates

1) Trustee, Legal; and Personal Representative anduxemean the same thing for the purpose of the
following and it is assumed the beneficiary is agividual.

2) A deceased estate receives a tax free threshdldtapping of its tax bracket from there for u@Bto
financial years after death but note the ATO carcehthis concession if the winding up of the estat
is unduly delayed for the purpose of the tax bénéfhe deceased also receives the tax free thdesho
and stepping up of his or her tax bracket for teereturn up to the date of death. This means that



effectively two lots of tax free thresholds etc danutilised in the financial year of death. While
most cases the tax concessions are the same fdetieased as the executor, consideration should be
given to this point in deciding whether to passaset onto a beneficiary before it is sold.

3) To qualify for the 12 month CGT discount, 12 monthast have elapsed from when the deceased
entered into an agreement to purchase the assatdless of whether it is held by the trustee or
beneficiary when sold.

4) In most circumstances death will not trigger cdpiins tax but it will start the clock ticking qre
19" September, 1985 assets so it is important to these valued at the date of death.

5) Most pre 18 September, 1985 assets will, in the hands of xkeelgtor or beneficiary, have a cost base
of market value at the date of death. So when&&d will be payable on the difference between the
selling price and the combination of the sellingtsp holding and improvement costs since death and
the market value at the time of death.

6) The main residence of the deceased will not attC&&T if sold within two years of death whether it
was purchased pre or post™8eptember, 1985 and there are further concesgfiandeneficiary
continues to live in the house. The main diffeeebetween pre and post 85 main residences is the
two year concession applies to pre 85 dwellingsa/éhey weren't the deceased’s home at date of
death whereas post 85 homes only receive the csinoei$ it was the deceased’s main residence just
before death and was not also income producinigaattime. If the dwelling fails this test it istted
like other assets discussed in point 5 above.

7) Any capital loss accumulated by the deceased chnbenoffset against capital gains made up to his
or her date of death. So neither the beneficiany the trustee can take advantage of the carried
forward capital loss of the deceased.

8) Generally the passing of an asset from the deceaseiher the Executor or Beneficiary will not
trigger a CGT event nor will the transfer from Eutr to the Beneficiary.

9) The capital gains tax event arises on the dateagpee to sell the asset to a particular purchasr,
the settlement date.

Becoming a non resident of Australia for tax purposs

IT 2650 examines the relevant factors in kegBenerally if a person leaves Australia for mibian two
years and sets up a home in another country thiéyo&iconsidered not to be a resident of Austrdratax
purposes right from the time they leave Australiote it is possible to become a resident of ntbam one
country at the same time.

Upon becoming a non resident of Australia IT&Asection 104-160 deems a capital gains tax éeent
have occurred. This is that you are considerelate disposed of all your assets, thatreok"connected
with Australia” and acquired after 1S%September, 1985, at their market value. Accotfglingou will be
subject to capital gains tax on any increase ine/@ver their cost base. Houses and land in Aistiee
considered connected with Australia.

Section 104-165(2) gives you the option of ignorihg capital gain accrued when you leave the cgunit
this will effectively mean you are taxed on anyrgaihile you are a non resident. The options otfdrg
Section 104-165(2) are:
a) Defer the CGT and pay it when the assetlts Isut the tax will be on the gain over the whpéiod up
to the sale including when a non resident.
Or
b) Defer the CGT on the basis you will be neiing to Australian Residency before you sell it tnen
you do sell there will be no exemption for the gaiade while you were a non resident.

So the choice is pay the tax when you leavkl@nfree of Australian tax on any gain you makéeva
non resident or defer the tax but widen the peoioiime you are exposed to Australian capital géaxs
As your home will be an asset "connected with Aalstt you will not be deemed to have disposed afryo
home by 104-160 if you decide to keep a home intralia to return to and go overseas for longer than
years and lose your residency for tax purposethidfis the first time you have rented your home $ection
118-192 will reset your cost base to the markatevalt that time and the CGT clock will start tigkiput you
can use section 118-145 to continue to exempbmf€GT as your main residence for up to 6 yeassteme.
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You will qualify for another 6 years each time ymove back in. If it is not rented out the exemiptioom
CGT is unlimited. .

A non resident is entitled to the 50% capifaihs tax discount if they have held the assetriore than 12
months.

You may also have trouble if you are the #asdf your self managed superannuation fund agktee
needs to be a resident.

Reader’s question — Inherited shares

A reader was concerned that she would havelit onto the shares she inherited from her faftved 2
months from the date of death to claim the camgjtahs tax 50% discount. The discount is availabhenv
assets are held for longer than 12 months butenctise of a deceased estate the 12 month holdirag pe
starts from the time the deceased bought the shidmeshe date of death. Refer Section 114-10(@) BD
94/79.

If you are the beneficiary of a deceased estati should make sure you know the market valudate of
death, of any assets held by the deceased befpteriger, 1985 and the market value of their prieggtace
of residence at the date of death. For post Sdmem985 assets you should ascertain the costtbdke
deceased as this will become your cost base.

Reader’s question — Renting out family home

Warning to Readers Renting Out Their Home:

A reader had purchased his family home befooperty prices stagnated. When he was transfeored
another state the value of his home was less tbgratd for it so he rented it out rather than gelBecause
the time he first rented it out was aftef"28ugust 1996 according to Section 118-192 the ptyps deemed
to have been sold at the time it was first rented oNo capital gain or loss arises at this poirttme because
it was the reader's main residence until that datete he could not leave his main residence exemptith
the original property because he purchased a hausis new location and needed to cover it with risin
residence exemption. Now that the property mankstrecovered the client is in a position to $alldriginal
property for close to the amount he originally pgadit but because of section 118-192 he will hawgay
capital gains tax even though he made a loss otrahsaction. For example:

Imagine the situation where a person buysl@0®00 with a respectable 20% deposit but $5,8aGed
up in stamp duty, legal fees, bank fees and seaatéhe bank loan is for $85,000. Very littlgp@d off the
principle as at the start of the loan it just ddesappen and then when he or she rents it out Beeochanged
to interest only. He or she finally sell for $9000but the price had dropped by 20% (it happenedrar
1996) when they rented it out. They have madetiamal capital gain of $10,000 less selling costs
of say 4,000 equals $6,000 less the discount keviabome will be $3,000. He or she will have &ypax on
the $3,000 at their marginal rate even though thage a loss on the house. It may also effect chifiport
payments, Centrelink and the Medicare levy suranaigo out of the $90,000 the bank gets $85,00R &z
Estate and solicitor $4,000 and the tax man witl @eleast $1,000. Not only has he or she blowir the
$20,000 deposit (life savings) but if they are itaa bracket higher than 31.5% they will have twfimore
money to pay their tax. This is also a double haxause the original stamp duty paid on the puecias
ignored when setting the cost base on only the edatddue without acquisition costs.

Most people thought section 118-192 was a &€ssion to help out if they hadn't been keeping o
because they never intended to rent it out. Venygeople realised that this was not an optionaitele but
binding on everyone. The state of the property miawhen this provision was introduced really means
another cash grab by the government on the familyjehfor just about everyone except those living in
Sydney.

CGT concessions if you live in a property
Assets purchased afterl September, 1985 are subject to capital gains iaany increase in their value.
This is not intended to apply to your own home ibig important that you are aware of how to enstoer
home qualifies for the exemption.



Section 118-133Requires you to move into the dwelling as sooprastical after you own it. If you do not
do this you will always have a gap in your mainidesce exemption and so be up for capital gains tax
possibly many decades later when you sell. Thestymart is you will need to keep all the relevastards.
You also need to move into the dwelling before gan start to take advantage of Section 118-145nbelo
can cause you a lot of problems to rent your hoatemben you first buy it and move into it at a tadate.
Section 118-145f you move out of your main residence you canh@ligh not compulsory) continue to give
it your exemption for capital gains tax purposesymu can only use the exemption on one propeNyte
couples are only entitled to one residence betwieem. If during the time the property was actugibyr
residenceat was also income producing, you will only be atweclaim the exemption on the portion that was
your residence even if, after you move out, theofgortion does not produce income. |If, after yoave out,
you rent the property out, your exemption will omdgt 6 years but if you move back in, the 6 yedosk
starts all over again. If you do not rent the @mbyp out or produce income from it, during the tiyo are
not living there, your CGT exemption is unlimited.

Section 118-140rour main residence exemption applies to two hofoea period of up to 6 months. This is

intended to allow you time to sell your old hom&eapurchasing a new one. To qualify:

1) The first home must have been your residenceafoontinuous period of at least 3 months in tBe 1

months immediately preceding the date of sale.

2) If you were not living in the first home at atigne during the 12 months preceding the date lef is@an

not have been used for producing income (i.e. tceatg or used as a place of business).

Note section 118-140 is not optional it must apgdyif you have made a capital loss during the peab

overlap you cannot claim it.

Section 118-150A vacant piece of land or a dilapidated house canctwvered by your main residence

exemption for up to 4 years before you finish buaddor renovating the dwelling, if all of the follong

apply:

1) You move into the dwelling as soon as practtedr it is completed.

2) You continue to use that dwelling as your masidence for at least 3 months before it is sold.

3) During this time you are not using your maisidence exemption on another property though nateaye

still entitled to the overlap of 6 months undert®et118-140 above.

Section 118-150 can also apply if you move out @iryhome to renovate it though using 118-145 will
give you an indefinite time frame rather than justears.

If you lose your exemption one of the following sados could apply to you:

- If you purchased your home after™ September, 1985 and before®23eptember, 1999 you have a
choice. You can apply inflation from the date ofghase to Z1September, 1999 to your original costs
(including improvements) and pay tax on the diffex® between that and the selling price less theafos
selling. But you will miss out on the 50% discaur®therwise you can pay tax on half the difference
between the original costs including improvemenis the selling price less selling costs but novedlioce
for the effect of inflation. Note the tax rate Mlle the normal rates as there are no longer aveyag
concessions and the gain can push you into a hiyheket.

- If you miss out on the exemption and your home pushased after 21September, 1999 you will pay
tax at whatever bracket half of the gain pushes ipba (assuming you have held the property for 12
months or more). Note there is no indexing folatdén. So if houses in general go up in value yall
still be paying tax on the difference between yaciual cost base and the selling price regardiefiseo
fact that, after paying the tax, you will no londexve enough money to buy a house of the same.value
In other words you will go backwards as a resulihefsale.

- If the house is only entitled to your main residemxemption part of the time, the taxable gain il
multiplied by the percentage of time the house mid qualify. Accordingly, you will have to keep
records of all capital improvements for the whoégipd of ownership as the gain for the whole penbd
ownership has to be worked out first. You will dee be very diligent to record all capital improvents
as they include trees, floor tiles, the extra vgrior say an outside light, a hose if there wasné there
before etc etc. You can also increase your cas ffaut not a capital loss) by the holding coss iave
not been claimed as a tax deduction against theifgou purchased the property aftef™@ugust, 1991
section 110-25(4). Holding costs are rates, isteri@surance, repairs and maintenance. So evem ke
receipts for light globes and lawn mower fuel. Baly you need a big box and just keep receipts for
everything to be sure.



As discussed in Newsflash 49 under "Warning to eesadenting out their homes", if the home is fiestted
out after 28 August 1996 and has qualified as a main residepc® that date you are forced to set a new
cost base of the market value at the time of rgnso holding costs before then are not relevagbto cost
base. If you are only ever likely to lose your mypgion because you may rent the house out in tlueefuyou
really only need to keep the big box after youtdtarent it out.

Note the title deeds of the house must show the nantheoperson who is giving the home their main
residence exemption. Therefore if your home isffed/ in a parent's name or company or trust it gann
benefit from your main residence exemption. Tlosld end up costing you heaps when you sell.

The 50% CGT discount

As you are probably aware you need to hola @nproperty for over 12 months from the date ghisig
the agreement to purchase to the date of signie@gneement to sell in order to qualify for the 5% T
discount. Some clients have been making a vergkgg&in on properties and are impatient to selidee
prices fall. The choice is sell now and lose aolfathe profit in tax or hold on and take a riskfature prices.
From the buyers point of view they are probably enconcerned that prices will continue to escalateabe
not in a rush to start paying interest on the loanfact the chance to fix a contract at todayisgs but not
have to pay anything for several months could g atiractive to some buyers.

ATO ruling TD 16 states - If an option is gredh the date of the acquisition for the buyer dredgelling
date for the vendor is the date of the exercigaebption.

Of course an option gives a purchaser theahahavoiding entering into the contract to bug gnoperty
S0 you must charge a large enough amount for therofp ensure that the purchaser will exercissdtér the
date you specify. The ATO is trying to argue tidlhe price of the option is so high that the gnaser would
definitely take it up then the contract was entengéd at the time of entering into the option.

Reader's question - CGT liability

Due to the recent increase in property preceésader has a nice problem in that the value aif tental
property has nearly doubled in the year they haweed it. They are now in a position to sell theimchome
and the rental property to build their dream hornebtdree. That was until they realised the huge CGT
liability on the rental property.

If they move into the rental property for 12mths until their new home is completed and thdhtlse
rental property, they have halved the portion gfited gains that will be taxable on the sale. Bwdre are
even further benefits available from section 118-&4 discussed in Newsflash 50:

Section 118-140rour main residence exemption applies to two hofoea period of up to 6 months.

This is intended to allow you time to sell your dldme after purchasing a new one. To qualify:

1) The first home must have been your residenca tmntinuous period of at least 3 months in the 1
months immediately preceding the date of sale.

2) If you were not living in the first home at atijme during the 12 months preceding the date lef sa
it can not have been used for producing incomergmrted out or used as a place of business).

Note: Section 118-140 is not optional it must apply 8qdu have made a capital loss during the
period of overlap you cannot claim it

The above does not put any restrictions omtwe home so it is not relevant that it was ownedniore
than 12 months before the sale of the original hemthat it was rented out for the first 12 monthBhe
reader is still entitled (in fact it is compulsory) the 6 month overlap that exempts from CGT tn home
for the 6 months before they move in. Accordingfythey sell after owning the property for 2 yeansd
living in it for 1 year, they will now only be tageon one quarter of the capital gain and that thiéin be
halved to allow for the CGT discount on propertietd for more than 12 months.

Tens of thousands of dollars saved by gettaegright information first. This just emphasisks theed to
talk to an accountant before you do anything.
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House swapping

If considering swapping houses to clagntal deductions as discussed in Noel Whittake®'d4.0-03
column make sure you live in the home you purcheefere swapping. This will allow you to exempt the
home from capital gains tax for up to 6 years. tiBacl18-145allows you to move out of your main
residence and continue to give it your exemptianctpital gains tax purposes. Further at the dritieo6
years you can move back in, then move back outthad6 years clock starts all over again. TD 51
(www.ato.gov.al list the factors that the ATO takes into accowhien considering whether the house was
your main residence during the time you are actuading there. These include where your persaitdcts
are stored, the connection of utilities in your earrhanging your address on the electoral rollNgither the
legislation nor the ruling specifies a time peribdt you are required to live there.

Part owner of parents’ home

A taxpayer who is part owner (as tenants immmon) of her parents’ home is concerned about G& C
consequences of her parent’s death and whetherighany action she can take now to minimise tts¢. co

Answer: As the property is held as tenants in common tlegl aéll show just what percentage each of them
own. Let's assume the child is a resident of Adistrand owns half so the parents own a quarter.each
Assuming the parents will their 1/4 of the housedch other on death then half the house will becpant of

the estate on the death of the remaining parefie dkher half will just be an asset held by thddchnd
subject to CGT via the normal provisions when sdtds not affected by the death of the other owsrad the
property. When the last parent dies (assumingrtshe lives in the house up until death) the berefes of

the estate will not be subject to CGT on their 50%ey sell the property within 2 years of the grais death
TD 1999/70. If they do take longer than 2 yearsdlh the cost base will be the market value attithe of

the last parent's death plus the normal extras asc@dommissions, improvements since death etc @std of
acquiring the asset such as probate. This isdbe regardless of whether the house was purchasear p
post 19" September, 1985. The only difference joint teyaas apposed to tenants in common would make
is that it would be very difficult to convince tBd O the child owned anything different than exadl@rd of

the house.

As you can see the more the child owns ohitgse the higher the eventual CGT on its sale, avé00
years time. Depending on the age of the paremtsit be worth the stamp duty now to change the tieed
only the name of the parents. This would be a @ekedisposal and the child would have to pay CGThen
difference between his or her cost base and th&anhaalue of their share but at least then the @&Tk
would stop until the parents die, assuming thergarkve there until death. The child would needsée a
solicitor to make sure her legal rights to the eowere provided for within the parents will anddomfident
this was not going to change.

Why pre Sept 1985 assets are so valuable

Pre Sept 1985 assets are valuable becausavith@gver be subject to capital gains tax whiteit owner
is alive and does not do anything to change theirGGT status. This will normally make the pre Cé&Bet
a better investment than anything you buy post 1983hink seriously before you sell one.

If you spend more than $109,447 (as at 200@xad each year) improving a pre CGT asset and that
amount is more than 5% of the selling price, thprommement will be considered a separate assettierpre
CGT asset. Therefore, if the improvement was npgt CGT, it will be subject to CGT on the salereve
though the original pre CGT asset will not be (®ectl08-70(3)). Note that both the threshold ane th
percentage test must be met for the asset to b@devad separate from the pre 85 asset. But rextBo8&
108-70(3) excludes buildings and structure on p& and from this concession. Post 85 buildingspomn
85 land will always be considered a separate aestibn 108-55(2) unless they are inherited.

Even if you do spend too much money improvimg asset if you do not sell the asset before yewalur
heirs will inherit the asset at the market valueyatir date of death. In other words the separageta
provisions are not triggered and the post CGT img@maent is treated the same as the pre CGT asset.
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Capital gains tax and shares or managed funds

While capital gains tax (CGT) is not a deatk, tit does impose a huge headache on the bemeftciaf
your estate to find necessary information when g@unot around to help them. The transfer of ymsets to
your heirs will not trigger CGT but when your he@ngentually sell the assets they need a cost bas&léer to
calculate any CGT payable. The ATO can fine thémmey do not have the appropriate records and they
could end up paying a lot more tax than necessary.

To keep it simple!! | will just consider thests base for shares and units in managed funis.cdst base
is the original purchase price plus any reinvestsieh dividends or distributions, brokerage feed anitial
financial advice costs less tax deferred distrimgi or returns of capital. The capital gain orslds the
difference between the cost base and the sellieg.pit is helpful if you record the number of tsor shares
as any discrepancy between this total and the gquaold will detect an error in the records. Domntation
explaining any tax free distributions should betkegfe as they may also effect the cost base.oufhave
sold some of the parcel, your records should show the cost base was calculated as this is releant
determining the cost base of the remaining sharesits. In my experience you cannot always relyyour
fund manager to keep for you the information yoacht® calculate your cost base. If the fund hasnliaken
over the relevant records may no longer be avalablhe funds are under no obligation to provids th
information. It is the owner of the asset, namgby or your heirs, that is required to keep theorés
necessary to calculate the cost base and liabkeffoe from the ATO.

If the thought of having to dig up this infieation gives you the horrors imagine how difficaltvill be
for your heirs

So what can you do to leave your estate odgwder? Firstly acquire a big box and then stado what
I have been planning to do over the last 10 yeéarslude in this box a folder for each investmenitaining
all correspondence. Just because some of themat@mn provided on the taxation statement each lgaar
been included in that year's tax return does namrthat is the end of it. Keep all statementsexqulanatory
information, even if the fund claims the distrilautiis tax free.

Reader's question — CGT basics

Many Readers have asked the same basic questimut capital gains tax, so while there are ewves
plans and clever tricks here it is necessary teigeosome clear guidelines on the provisions tffattevery
home owner. In order to protect your home from @adpbains Tax (CGT) it must be considered your main
residence.

The first condition you need to satisfy is nmgvinto it as soon as possible after purchasete eere is a
4 year concession if you are renovating or buildindand but only if you do not have another maisigdence
at the time. If you do not move in straight avilag home will always be subject to CGT on a pra tsis
so you will need to keep records of all the monewy gpend on it including rates, interest, improvetse
plants, insurance, repairs etc.

Once you have established a house as your msitience there are concessions that allow youawe
out but leave your main residence exemption wiéhhtbuse.

There is no minimum time set in legislationhofwv long you have to be in a house to establigis your
main residence, for CGT purposes. Whether the hisugaur main residence or not is a question of. fade
ATO has issued TD51 as a guideline (not law) oftwha ATO considers relevant in establishing yoairm
residence somewhere. The following is an extrachfthat ruling:

Some relevant factors may include, but are notéichto:
(a) the length of time the taxpayer has lived in theliing
(b) the place of residence of the taxpayer's family
(c) whether the taxpayer has moved his or her perdmiahgings into the dwelling
(d) the address to which the taxpayer has his or hérdeléavered
(e) the taxpayer's address on the Electoral Roll
(H the connection of services such as telephone,rghslactricity
(9) the taxpayer's intention in occupying the dwelling



The relevance and weight to be given to each cfetloe other factors will depend upon the circunmsgan
of each particular case. Mere intention to constaudwelling or to occupy a dwelling as a sole ongpal
residence, but without actually doing so, is insight to obtain the exemption.

An example of how strictly the ATO is scrusimg this is a case where the taxpayer's home was n
considered his principle place of residence becéeswas living and working overseas so had only eve
visited the house he owned and in which his adultien lived.

A house can only be classed as your mainegsglif your name is on the title deed. So inchee above
there was no point in arguing that the house wasnhin residence of the children but the problemicto
have been solved by buying the property in theme&a Further, if you buy your home in the name of a
company or trust it will not be protected from C®Y your main residence exemption. As indexing for
inflations is now only available in very limitedrcumstances it is important to protect your masidence
exemption. CGT could reduce the proceeds of tleeaddayour home to the extent that you will notdi®e to
purchase a similar property, simply because of mbintreases in prices in line with inflation.

CGT catches the family home but no indexing for irlation

Capital Gains Tax is creeping into traditiofaahily arrangements and catching the family home.

When my widowed Grandmother sold her houdsuoa unit near the beach, she made the titleeotittit
jointly in her name and the name of her youngesigbter who was still single and living with her. My
Grandmother did this because all her other childvere married and had their own homes so she waaoted
make sure that when she died my aunt would havengelof her own. My aunt married a few years later.
Do that sort of thing today and there is a goodchcbhahat the home will become subject to Capitah&dax
or Stamp Duty will have to be paid to change ttle &t a later date. Either way the taxman wins.

All will go well if the daughter continues twe there until after her mother dies. Planningdzhon this
being the most probable outcome is very short s@jhThere is a far greater chance that the daughlier
eventually purchase her own home. Or worse shi#t, ®uld marry and her husband may already ownreeho
You see married couples are only allowed one hataly exempt from CGT between them. Regardless of
the fact, that in the case of around 50% of maesathey will eventually need a home each. When the
daughter moves out she can choose to leave hernemdence exemption with her mother's home but the
the home she lives in will become subject to CGBsuming the daughter takes her main residence
exemption with her, her mother's home will be exggbd CGT. So what happens if the mother needslto s
her home to go into some form of age care facility3eems to be a fact of life that the cost oving into
one of these units is around the same price as paugile can expect to realize from the sale offanaly
home. As indexing for inflation has very limitedphipation anymore the mother will not be able ttoed the
aged care facility because the tax man will benigla large slice of the proceeds of the sale offahaly
home.

Don't think it is all that bad? Let's crunthe numbers. To be fair | will ignore the fact thiat many
areas, property prices have doubled in the last ed stick to a conservative estimate that thdlydeuble
every 10 years. Say the mother was around 50 wierhéme was purchased, with a life expectancy of
around 40 more years. Assume the daughter moves yedrs later and her mother lives there untilist8b
and then needs care. The home was originally peechfor $200,000. After 35 years it should be w@rth
million but then so will similar homes and agedectacilities. This is just an inflationary gain. Véee talking
about a time in the future when the children walva as much understanding of what a cent is ag/'toda
children do about a penny. The home has been ovane®6 years and for 30 years only half exempt from
CGT. Therefore 43% of the gain will be subject B8 Tbut the 50% discount will apply. The gain wi# B.4
million less the cost base of the asset which ohesuthe original purchase price of only $200,003 pégals,
stamp duty, improvements and commission. If the énovas purchased after"2@ugust 1991 the cost base
includes rates, insurance, interest and repairsigltine period of ownership. Note in this scenamterest is
unlikely to apply so the gap will be quiet wide asen wider if the home was purchased befof® A0gust
1991.

Of course the cheaper alternative is to paystaep duty and change the title when the daughteres
out. Still expensive especially in New South Wadesl Victoria but probably cheaper than the CGT. The
trouble is nobody thinks of any of this at the tinhe fact the first time the issue will come upwben the
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ATO sends a letter saying our records show you lsaN& a property yet you have not completed a CGT
schedule in your tax return for that year, the pegplus interest are... Further there is a $3,008if you
have not kept the appropriate records during tsie3a years.

Professional advice should also be sought if angtesplanning in the family includes a life tenannya
home

Demolishing a rental property

The owner of a rental property wishes to deshat and build a home she can live in on the. Stee asks
what valuations etc will be required to keep proypescords of the cost base for CGT purposes.
Answer: No need to get valuation. Both the original costtlé property, the demolition costs and
construction costs of the new house will be inctude the cost base for CGT purposes. This propeilly
always be subject to CGT even though the portidhdecrease over the time it is used as a maieese.
Accordingly, you need to keep very good recordsalbfexpenditure including rates, interest, R&M and
insurance while it was your main residence.
References:

ID 2002/514 if the demolition expenses were inadii@ enhance the value of the land, and are refllect

in the state of the land when it is sold, theyiaptuded in the cost base, even when incurred diitite

the construction of another dwelling.

TD 1999/79 the demolition of the house is alGfwent. But it does not create a capital losesgimoney
is received for it (ie insurance). ID 2002/633 sdfat this is because the building has a zero oase.
Subsection 112-30(5) the original cost base ighatid to the remaining part (ie the land).

Sell to a farmer as opposed to a developer

A husband and wife purchased a farm in 1988lwthey have farmed, in partnership, continuotisiythe
last 15 years. Their combined assets are underil6rm They want to know how much tax they wik lup
for and whether this changes if they sell to a faras opposed to a developer. It is expectedthiegt will
get a higher price from the developer but wondeetiwdr this will be worth it after tax considerasohe
following only addresses the ramifications for thend not the plant and equipment on it. CGT
Considerations:

15 Year Exemption: The most attractive CGT concession here is thgelb exemption. This concession is
superior to all other concession if you can quadi$yfollows:

1) Active Asset Test S152 - Used in the busingstoyust before sale and for at least half oftthree it
was owned. If the business ceases before thalsaksset must have been used in the business up to
the time it ceased (note the ATO is taking a vérigtsview here it means right up to the last dagyl
then must be sold within one year of the businessiag. The property would not be an active agset i
it was used to derive rental income.

2) The asset must have been owned for at leagedrs.

3) Both owners must retire

If they can pass this test the gain is totally CG€2E.

Retirement Exemption Combined with 50% CGT Discountand 50% Active Asset DiscountIf they
cannot meet the requirements of the 15 year exempgcause they are not retiring the next besboi the
retirement exemption after utilising the 50% CG3odiunt and 50% active asset discount. All threthese
concessions can be used together but before tlieeysad the capital gain must be offset againstcapital
losses. In the case of the 15 year exemptionwueyd get to keep any accumulated capital lossedfset
against other capital gains.

For example assume the gain on the property$480,000 the 50% CGT discount would reduce this t
$50,000 and the 50% active asset discount woulthdureduce this to $25,000. Placing the remaining
$25,000 into superannuation would mean that theleviit00,000 is received tax free. The $25,0000is n
taxed in the hands of the superannuation fund.

Note: If they could not use the 15 year exemption bec#usg failed the active asset test as per 1) then t
will not qualify for the retirement exemption oretb0% active asset discount.



Despite its name the retirement exemption daésequire them to retire. They can just putrttaney into
superannuation instead.

Companies and Fixed Trusts are not entitlethéo50% CGT Discount and the use of the 50% Active
Asset Discount creates problems when the assetngdby a Company or Fixed Trust. In Discretionary
Trusts the CGT flows through to the beneficiariessstreated the same as an individual. Fixedt$rase all
trusts that are not discretionary. Fortunately®eaders owned the farm in partnership.

GST Considerations: If they sell the land while they are registered &ST they will have to charge GST,
unless they sell it as a going concern and thehaser is registered for GST in which case it walldxempt.
Whether the purchaser is a farmer or developéhey are registered for GST it makes no differeae¢hey
can claim the GST straight back off the ATO anyw&pn the GST will be just added on to the agreexkpr

If the purchaser is not registered for GSTytheed to try to avoid charging GST on the propdftthey
can drop their annual turnover to under $50,000 tmaild de register for GST before they sell iteytrould
also consider ceasing the business in order tqee but they must be careful to sell within 18nths in
order to keep the active asset concessions. Upaagistration section 138 would require them tp Ipack
some of the GST claimed on equipment for whichttal adjustment periods have not expired but this wi
happen sooner or later. If it is not possible ¢éorégister for GST they could utilise the margihesoe to
minimise the GST to a purchaser. A purchasermd jgurchased under the margin scheme is not ehtile
claim back any of the GST included in the purchasee but is entitled to use the margin scheme tedves,
if they are registered for GST when they on seall#nd.

Conclusion: It makes no difference who they sell the propéstgs long as it is used in the business up until
the time of selling or within 12 months of ceasimgsiness. Careful planning can completely elimirate
CGT and GST. Now that's the way to BAN TACS legall

Wraps — vendor finance arrangements

If the Vendor Finance arrangement has thevotlg features the income stream received, oncevtap
arrangement has begun, is considered to be prenaipd interest by the ATO. The income stream vedei
before the wrap arrangement is entered into isidered rent. Reference ID2003/968.

Typical Features of a Wrap (Vendor Finance Arrangetin

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

2) The settlement (change of the title deed to thehmasger) does not take place for several yearstafter

arrangement is entered into.

3) The purchaser has the right to occupy the propeity to settlement

4) The purchaser pays a weekly amount (regardlesseohame it is given in the arrangement) for the

right to occupy the property

5) As part of the arrangement the purchaser paysatiles,rtaxes and insurances on the property.

6) The balance of the purchase price to be paid dtesent of the arrangement is reduced by the

weekly installments.

7) If the purchaser fails to complete the arrangerttetieposit and weekly installments are forfeited.
Now what about the profit on the sale of the progeris that normal income or capital gain and wiseit
taxable? Assuming an agreement similar to thatrdest above the answer to this question revolvearat
whether the vendor is in the business of sellingsles or an investor just realising an investmériie key
iIssues in differentiating here, according to ID22%4 26 & 27 are:

1) The Vendor did not use the property for any othémppse than to enter into the wrap. A straight

rental of a property before entering into a wrajagement would avoid this point.

2) The property was sold at a profit

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

4y The Vendor is in the business of purchasing progeetd resell. It would be difficult for the AT@ t

argue this case if the Vendor only bought and ealel property.
If you are caught by all of the above then CGT cdrapply to the sale of the property as the pfithe sale
is revenue in nature. If a transaction is caughihaome, CGT does not apply or in other words G&the
last option if income tax doesn’t catch it. Bueavf you weren’t caught by the above and CGT agllhere
would be no discount if the property was held foder 12 months. If you did hold the property fesd than
12 months before entering into the wrap it is ietteargue that you are in business and caughhdywalbove
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because the profit on sale would be revenue inreatnd as a result not assessable until settlewigch
could be 25 years away (ID2004/27). If you hold pmoperty for less than 12 months but it is subl@€CGT
you don't qualify for the discount but would be @ssable on the profit in the year you entered timowrap.
Though you do not have to actually pay the CGTlwatittement. This is done by going back and anmegnd
the tax return for the year you entered into thapwr

Section 104-15(1) of ITAA 1997 states that@TCevent happens when the owner of a property ®niey
an arrangement with another party to allow therivoin the property and title may transfer at émal of the
arrangement. Section 104-10(3) states that the tima CGT event happens is the time of entering ant
contract for the disposal of the asset, not whethesgent (title passes) takes place. Though the® Aloes
not make you pay the tax until settlement (changewmership takes place) so you have to go back and
amend that tax return.

For example this means that the vendor whersriito a wrap on a property that has been preljaised
as a rental and held for more than 6 months wilslbigiect to CGT on the property in the financiahythe
wrap agreement is entered into. Accordingly, ithas stage the property has not been held for 1&tihsono
CGT discount will be available even if they evetifjuand up holding the property for 25 years unthex
arrangement.

Confusion over rollover relief because U.S. diffemt

No rollover relief is available on investmgmoperties in Australia. The only rollover relisfavailable to
active assets of a business and it specificallyueles assets that have been used to produce necoahe
section 152-40(4)(e).

Hot house

Things will get a lot hotter in the Hot Housecerthe tax man moves in!

One couple will eventually win the house bduwon’t be like wining the lottery, they have wodkéor the
prize. In accordance with IT 167 the value of pinee will be income to them. This value has bbihnly
advertised at $2 million. For GST purpogbsy would be considered to be an enterprise (MTR2@0
TR2000/14) as they are providing servigeaid on the basis of a result and accept the ridke ATO will
score $181,818 in GST. This leaves $1,818,182 awedhn taxable income for the 2004 tax year. Assg
they already both have jobs with reasonable pakgiathe extra $1,818,182 is going to attract tagimum
tax rate of 48.5%. That is $881,818 in income takhey will need to find a bank that will lend them
$1,063,636 to pay the tax if they want to keephbese. Basically the tax man will pick up morenttnelf
their prize. Worse still the advertising might sag house is worth $2,000,000 but a lot of thatyise. By
the time they realise the trouble they are in aanvkho sell it to pay the tax bill they may notdise to find a
buyer for $2,000,000 especially when the whole @guknows what went on in the construction. So twha
happens if a year later when they sell it to paytdxes and they can only realise $1.6 million?e ATO
would have a good argument to still tax them on$Banmillion, the change in the value since thenldde
put down to the fickleness of the property marketra¢he year. They now have an asset worth $1iémil
that they, notionally, purchased the year beforesmillion (IT 2584) If they have lived in it since it was
built the capital loss on the sale is private sotaroconcessions at all. If they did not live théiney can
recognise a capital loss but this can only be bfigminst future capital gains not other incomet'd_hope
they already have private health insurance bectibkey don’t the income from the house will pustern
into the Medicare Levy Surcharge which will be 82 on the house income alone plus another 1%en th
wages income. To eliminate the surcharge they gt had the insurance froffl duly, 2003 and you can't
back date the insurance for the love of moneyl &t bad for a few months work $1.6 million dodess
GST of $181,818, income tax of $881,818 and $18jh8urcharge leaves them with $518,182. But the
taxman scored $1,081,818 which is more than twscemach as them.

There is also the fact they have been provided foitld and accommodation, and because they are not
travelling but have set up a new home (MT2030} tiil be a non cash business benefit on which thidy
also be subject to tax. | cannot quantify how mtiad would be but they will have to find the cashpay
this as well.
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So in a year’s time when they realise the niiesg are in with the ATO they will need to sell theuse for
more than $1,081,818 before they make a cent aihiedfefforts.  Now that’s the real reality!

The Taxman may do even better if they arendra of all the traps. What if after living intitey decided
to rent it out. Section 118-192 deems the cost lbhshe house to be the market value at that tiMaking
the same assumptions as above that is $1.6 millisiter a few years the property’s value reacheghbma
$1.9 million and they sell. The taxman would thassess them on a $300,000 capital gain (ignore
commissions etc). They would receive the 50% distso would only be taxable on $150,000. Assuming
they still had decent jobs this gain would be taaed8.5%. The tax man just made another $72 &\6f) if
they have learned their lesson this time by hapirigate health insurance. So of the $1.9 millioaytiend up
receiving the taxman takes more than half ($970,0@0me tax, $20,000 surcharge plus $72,750 CGT)
$1,062,750 and they are left with $837,250.

CGT — 50% discount — timing
In order to qualify for the 50% CGT discountuymust hold an asset for more than 12 monthst i$H®

months and at least one day from the date of theeagent to buy to the date of the agreement to il

94/D92 and Case 9451 (1194) 28 ATR state that plsicondition in the contract such as subjectnarice
will not delay the date of the contract. Only adibion precedent to the formation of the contdetays the
date that the contract is deemed to be entered Mtwst conditions on contracts are conditions sghsnt so
will not delay the contract date. To be a condifpyecedent it really has to be a condition thastnmappen
before the contract comes into being. Accordinglwould be difficult to use a condition precedémidelay
a contract yet have a binding sale.

CGT concessions for deceased home

The requirements to qualify for the CGT exempivary depending on whether the Deceased purdhase
the property on or before the" September, 1985 or after that date.

Pre 20" September, 1985

If the Deceased purchased a house on or begr&eptember, 1985 the CGT exemption continues for a
period from the date of death until it is sold urohg that period it has only been occupied byspeuse of
the Deceased and/or the beneficiary and/or any @ieson given occupancy rights under the will. tHis
case the exemption will apply for the whole periddlit is not occupied by these people the exearpbnly
lasts for 2 years.

Post 19" September, 1985

If the Deceased purchased his or her maidease on or after 30September, 1985 the CGT exemption
will only apply if the home is sold within two yesaof death or from the date of death until it iklgbduring
that period it has only been occupied by the spafithe Deceased and/or the beneficiary and/orcdingr
person given occupancy rights under the will. Betause it is post 1985 the exemption can onlyapfhe
deceased was living in it at date of death andusotg any part of it for income producing purpoaeshe
date of death. If part of the home was used foomme producing purposes at the date of death thegtion
is apportioned under section 118-200. If the wiadléhe property was rented out at date of deathhiad
been the Deceased’s home within the previous Gsysaction 118-190(4) states that the 6 year mtkeu
section 118-145 can deem the home to be the Datgédaee of residence at the date of death if neroth
residence is covered by the Deceased’s main resdaemption.

The fact that the deceased may have useddipenpy for income producing purposes at someezadliate
Is irrelevant providing the property was only usesda main residence for the Deceased at date tif dethe
6 year rule applies and it was only used as thee®s=d main residence before being rented.

In All Cases

If selling the home within two years of theelaf death it does not matter what the beneficarirustee
does with the Deceased’s home between death alntgseFor example it can be rented out - secti®8-1
190(1) and TD 1999/70. This is the case regasdtgswhether the home was purchased befof® 20
September, 1985 or afterwards.
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Please note there are many little peculiartegarding the concessions for Deceased Estatesabove is
only a guideline for simplistic situations.

Reader’s question — CGT on mother’'s home

Question- In 1997, my mother in law signed her home deemy husband and no tax was paid. She has
been living there on her own since and has begrons#ble for all the bills and taxes related to piheperty.

In May 2003, we sold our home and moved in with thee to her ill health. We have now built a larger
home. When we sell her house, are we still resplendor capital gains taxes? If so, what home
improvements can be added to get our tax base?

Answer - Assuming it cannot be argued that the home sigrged over to your husband as trustee for your
mother-in-law, you have a capital gains tax probleihe cost base is the market value at the timihef
signing over plus improvements (the benefit of ahace still present), selling costs and holdingsasich as
rates, repairs and maintenance, insurance etbdéowhole period it was in your husband's name piogj it

Is not rented out. Your husband will be up for,tak his marginal tax rate, on the difference betwthe
selling price and the cost base apportioned forpieod he was not living there. The apportionmient
straight forward, for example if he owns the hotmelO years and lives there for 2 only 80% of ¢jaén is
taxable. He will also be entitled to the 50% CGdcdunt.

When triggering CGT is good for business

Small businesses are entitled to considei@ll& concessions such as a 50% active asset disandriax
free rollovers into a super fund. If properly stured they can make a capital gain of over $3ioniltax
free. Usually these concessions are utilised wherbusiness is finally sold. It is worth considgrtaking
advantage of these concessions sooner than [&kes.can be done by selling the business to aeelantity.
The idea is to create a capital gains tax evethesmew entity acquires the business at today’ ketamalue
as its cost base. True this does generate a kcgaitafor the current owner of the business blhéf tax can
be reduced to zero through the concessions theest is simply an increase in the cost base @bilsiness
when it is eventually sold to a third party. Thigay be worthwhile for any of the following reasons:

1) Tax law is always changing so you may want to &deantage of the CGT concessions while they are
available to at least increase the cost base yowpply if the concessions are one day removed. As
the concessions can reduce the CGT to zero itrisofassume there will never be a better opti@nth
what is currently available.

2) The Small business CGT concessions can only bieadtiif the business’ and associates’ assets are
less than $6 million or qualify to enter STS beeatlseir turnover is less than $2million. If your
business is approaching that threshold, triggesi@GT event now, may be the only chance you get at
the concessions. For example a business stadeddcratch eventually sells for $8 million with $5
million in goodwill. The other $3 million being ¢hwritten down value of equipment and stock:

Normal Circumstances

Profit on Sale $5 million
Less 50% CGT Discount 2.5 million
Amount Subject to Tax $2.5 million
CGT Event Triggered when worth half the above ie smll business concession apply:
Profit on Trigger Sale $2.5 million
Less 50% CGT Discount 1.25 million
$1.25 million
Less 50% Active Asset Discount 625,000
Placed into Super for both the Husbamdl Wife who own the Business 625,000

Therefore no CGT payable and no tax payabléhbysuper fund. The new entity that owns the
business has now purchased the goodwill for $215omi When this entity sells this goodwill for
double the amount the small business concessiofisnati be available because the $6million
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threshold is exceeded but the profit is reducedhiey$2.5 million cost base. Therefore the amount
subject to tax will be:

Selling price of Goodwill $5 million
Less: Purchase Price cost base 2 .5 million

2.5 million
Less: 50% CGT discount 1.25 million
Amount Subject to Tax 1.25 million

The above has effectively halved the CGT applicable

You may regret the business structure you lthiesen for the business. The sooner you chamgkesls
the impact. For example if you are operating iompany you will not qualify for the 50% CGT discu
Obviously the sooner you cut your losses and mbeebusiness out of that entity into a better optioa
lesser the amount of CGT discount you miss outdate using a company as a business structurelaves
other advantages so look at the whole picture b@CGT problem can be solved by liquidating the gany.

On the down side is the cost of setting up sawcture and possible stamp duty. It is impdrthat you
do actually trigger the CGT event so make suredmuot qualify for any of the CGT rollover concess.

The best CGT concession is the 15 year riNe. capital gains tax is applicable to the sale civall
business that has been owned for more than 15.y#darsu trigger a CGT event, as per point 2 ahakie 15
year clock starts back at zero. Accordingly, yoaymegret doing this if you end up owning the basmfor
more than 15 years, the law does not change imgntime and the business’ and associates’ assetstd
grow beyond $6 million.

Occupying a house before buying

CGT event B1 happens when someone has thetoghe use and enjoyment of an asset and theae is
agreement that the title will eventually pass tt ferson, Section 104-15. Assuming the housedstepn is
not your main residence so is subject to CGT, itiesins that the date you cease to own the houseGar
purposes is the date the new potential owners nmove

The potential seller of the property is najuieed to report the transaction in his or her netuntil after
the actual settlement takes place but as the C@ifitéy deemed to have happened when the purchasesm
in an amendment to the old tax return may be nacgssSome people include it at the time of premgathat
return for simplicity and in fear of being chargaterest buiffD 94/89says the ATO will waive interest if the
return is amended within one month of settlement.

There are some possible outcomes you shouldidemif entering into such an arrangement. If thi
happens in relation to your main residence andmgoue into another house you will want to exemptribe
house as your main residence. If the purchases doefollow through and settle then the CGT e\&htis
deemed to have never happened and you are exp€HdTt from the time you moved into your new home
until you get another contract on the old oneis lip to you which house is exposed to the CGT soworth
calculating which one has the most to lose. Thatugha burden to carry a CGT liability over yoexisting
home as you do not know what circumstances liedhtiest may force you to sell. If you made a laggen
while living in the property the eventual gain dretsale will be calculated from the time you orain
purchased to the time of sale and then apporti@med time basis between when you were living tlogre
when you were not. So some of the gain made Wikiley there could end up taxable. A solutionttés
problem would be to make sure you charge the pobisieebuyers rent so you can utilise Section 113-9
reset the cost base at the market value when tloeg im. Note this strategy will work against ydthie gain
iIs made after you move out. If the gain you ma&esdnot cover the cost of improvements and occypanc
expenses such as rates and interest while youvarg there, the apportionment basis may give ydetier
result than the market value idea. You can in&¢as cost base by interest, repairs etc whilewexe living
there if the place was purchased aftef 2ugust 1991 Section 110-25 but you cannot utitteese if the
legislation requires you to get a market valuation.

Careful planning is definitely required if yeater into such an arrangement.



Subdividing pre CGT land

Assuming the profit on the sale is capitalngture, no tax should be payable on the sale ofahe
because it was purchased befort S@ptember, 1985. For the profit to be capitaidture be careful to skirt
around the following:

0] The land must have been purchased for some othegogrithan to subdivide and re sell. Examples

of other purposes would be farming, a home or toarbbusiness.And

(i) You do not get so involved in an elaborate develapnprocess that the whole process becomes

more like a business than the mere realisatiom @fszet.

If the profit is capital in nature and the peaty is pre CGT no tax will be payable at all be sale of the
divided lots. If you fail the test for capital yonay end up paying normal income tax on any preitihout
even being entitled to the 50% CGT discount.

Section 108-70 states that improvements td38& land will be considered a separate asset fhenland
if they exceed the threshold and exceed 5% of dpéal proceeds. In 2004 the threshold was $304, it is
indexed each financial year. Improvements carugelmost development costs including removal ohste
from the land. Therefore if development/improverseeceed $104,377 or 5% of the capital proceeds, th
improvements will be considered a separate assetaay profit on that portion of the sale will bebgct to
CGT. Note buildings are automatically consideregasate assets from the land and putting buildimgthe
land to sell it works against you argument that phefit is capital in nature. In TD5 the ATO statist
improvements that do not actually touch the lanchsas council fees for re zoning are included. IDn
2002/387 the ATO state that the threshold and S¥eafeply to each individual block sold so it isikely that
development costs will trigger a separate assat flee land, if a house is built on the properig wery likely
to exceed the separate asset test.

Rental property CGT audits

Each year around this time there is much ahidut an ATO hit list. In my 12 years in practieg many
of the threats filter through unless they can bepsy generated by a computer.

Most taxpayers know to be very careful witkeithinterest income because the ATO’s computerscros
matches with the banks. The same reverence sheutdid to capital gains made on rental propertigse
ATO is well aware that the property boom will bawge boost to revenue.

The ATO computers have two ways of catching gat. Firstly, the ATO computer will automatigall
send you a questionnaire if you stop declaring necdme without completing the CGT section of thg t
return. If that doesn’t catch you out then the ATdata matching with the titles office is sure &b gpu.

Unlike audits involving human intervention sieecomputer generated questionnaires will happ6foldf
the time so it is not just a case of are you feglircky.

Readers question: Building on vacant land - CGT

A reader is building a house on land purchdsgdars ago. But she does not intend to liveetlaed will
sell as soon as possible after the house is fidish8he wants to know if she will qualify for t68% CGT
discount even though the building will be less tharear old.

A fixture to land becomes part of the landas@ommon law the acquisition date for the housealdvbe
the date the land was acquired. Section 108-38efCGT legislation has some exclusions to the comm
law principle but they would not apply in your caséhey only apply to pre CGT land or deprecialdsets
under section 40 (not section 43 which is regardipgcial building write off) and assets for reskaaad
development.

In short this means only assets that are sep&n@m the land would have the later acquisiti@tedand
these would only be your plant and equipment sigchagsipets curtains hot water system etc not theabct
building.



Readers question — How CGT calculated

Question:

How is CGT calculated when selling a propeidges the accumulated depreciation get added baek wh
you sell? Therefore increasing the gross profiotgeapplying the 50% discount and then added oyoto
normal wages?

Answer:

If you purchased the property aftef"Ii@ay, 1997 depreciation claimable for the buildirgluces your
cost base before applying the 50% discount. Letisthe building depreciation was $10,000. The osbi
costs base of the property was $100,000, sellimgscaere $5,000 and the property sold for $2001H@0
calculation would be as follows:

Original Cost $100,000
Add: Selling Costs 5,800
$105,000
Less: Building Depreciation Claimable $1@O0
Cost Base $95,000
Selling Price $200,000
Capital Gain $105,000
Less: Any Carried forward Capital Losses 0
$105,000
Less 50% Capital Gains Tax Discount 550
Amount to be included in tax return $52,500dded to normal wages

Note: in some circumstances you may have to reduce tis¢ ltase of the property by the building
depreciation you could have claimed even thoughdida’'t. There is more detail about this in oumiz
Property Booklet.

Will preparation checklist

The following is by no means an all inclusii it is just an aid to discussions with yourisibbr.

1) Consider giving the Executor of your estate thgili¢ity to decide whether to sell the estates tsse
pass them to beneficiaries in specie. This wilbval your Executor to make the most of CGT
concessions and make the most of the differendegeba the estate’s and the beneficiaries’ marginal
tax rates.

2) If you bequeath particular assets to certain beraefes make sure you consider the associated CGT
liability when considering the value of the as$eiytreceive. For example if you leave your home to
one child and your rental property to the other #mely both sell the properties within 2 years of
receiving them, the child who inherited your homil Wwave no CGT liability but the child who
receives the rental property will probably haveéay CGT out of the proceeds of the sale.

3) If you intend leaving money to a charity that has deductibility status consider doing this befgoe
die so that you can take advantage of the tax dddig. If the charity receives the funds as a
distribution from your estate it is not tax dedhlgi Not even to your estate. Another strategpis
leave the charity’s money to one of your benefiemmwith instructions that it must be donated ® th
charity. The beneficiary would then be entitlecgttax deduction.

4) Don't rely on just one Executor. Make sure youappdefault Executors in case your Executor pre
deceases you.

5) Do not leave an amount to your Executor in youf, & payment for them executing your will as this
will be taxable income to them. It should be cl#wat any amount you leave your Executor is a gift
unrelated to the services they perform as Executor.

6) Consider a Testamentary trust if your beneficianesy lose their inheritance through legal action
against their personal assets. If you do chodsstamentary trust make sure the deed does noitperm
the trustee to admit new beneficiaries as this@athpromise the trust’s status as testamentary.

7) If your spouse is receiving the age pension thetdsst is much lower for a single person. Tosassi
your spouse in meeting this lower threshold yowshgonsider leaving some of your assets to your



children rather than your spouse. Your childrerulddhen, hopefully, be in a position to help your
spouse out when needed.
8) Before you go to your solicitor make sure you htneefollowing information:
- Personal details (Surname, Given names & Address)
Children (Names, Ages & Addresses)
Other beneficiaries (Names, Ages & Addresses)
Executor
"Reserve" executor
Summary of assets and details of the ownershigsdta
Details of any liabilities
Details of insurance policies
Details of superannuation funds and whether adyfsording death benefit nomination
has been made
Wishes in relation to burial/cremation
Wishes in relation to guardianship of any infantdren
Wishes in relation to organ donation

Thanks to Cec O’'Dea from Schultz Toomey O’Brien kavs for his help in compiling this list. Cec’sqgrte
number is (07) 5457-6777

Tax ramifications of selling vacant land

TD 92/127 & TD 92/126 - if a property is acquiremt flevelopment, subdivision and resale at a pbofit
the development is abandoned and the land istkeldale is still in the business of property depsient so
the proceeds taxable as normal income. This iccéise if the land is an isolated transaction ot pha
property development business because it was psegdHar development or subdivision.

On the other hand if land is purchased with thertion of building a house, farming it or constmgt
business premises CGT applies to the sale procedus.only problem being proving that your intentivas
not profit making by sale despite the fact you mesagried out the activities you intended. Thisigiion gets
worse if you develop or improve the land in somewafpre selling.

If you purchased the land for use in a busireesd you actually used it even though it remaweschnt
land you may be able to benefit from the Active &SSGT concessions discussed later.

Business CGT concessions

When you sell a small business you should exeepay little or no capital gains tax. If yoave a tax bill
you are not utilising the business CGT concesstorthe optimum. The concessions only apply tovacti
assets. Active assets normally refers to Gooawdl buildings. Plant and equipment do not qualgactive
assets nor is any profit made on them subject td.C&ny profit made on the sale of plant and equeptn
over and above its depreciation value is taxedanal rates.

Individuals, Partnerships and Discretionaryusts qualify for more concessions than Companies.
Companies are not entitled to the 50% CGT discandtthere are difficulties involved in getting tlag free
portion of the active asset concession out of thpany. You would have to look into liquidating a
company to get the best CGT outcome.

To qualify for the small business concessitiesbusiness and associates net assets havedsshihan $6
million or elect to enter the simplified tax systemhich requires the turnover to be less than $2ianil
Trusts and companies also have to pass a congrafidividual test.

Concessions:

a) The 50% capital gains discount - only half of th&ngis included in your taxable income. This
concession is not available if the asset is owned bompany. Need to hold the asset for more H#2zan
months. Must use the capital gain to reduce amgiechforward capital losses before applying the
discount.



b) The 15 year ownership exemption. This requirestgduave held the asset for more than 15 yeare. Th
asset must be an active asset. You need to sHtesigontrolling individual test if the asset isrd by
a company or trust. The taxpayer or the contglindividual, if a company or trust, must also e
55 and retire or be permanently incapacitated. dwbf is the amount CGT free but it does not reduce
any capital losses you may be carrying forward.

c) Retirement exemption — can only apply to an acisget and the taxpayer or controlling individuasmu
retire or put the funds into a superannuation fun@ihe gain is not taxed when it goes into the
superannuation fund and the only limit is that yam only put $500,000 into superannuation this way,
in your lifetime. When you retire the money conegou tax free.

d) 50% discount for active business assets — canapply to an active asset.

e) Rollover relief where an active asset can be sottlanother active asset purchased up to a yearebefo
the sale or 2 years afterwards.

These concessions can be used in conjuncitbreach other, for example:

Gain of $100,000
Less 50% CGT Disc 50,000
50,000
Less 50% Active Asset Disc 25,000
25,000
Purchase A New Active Asset 25,000
Amount subject to CGT 0

The best strategy depends on the type of busimditg @nd the owners future plans.

Readers question — Acreage

A reader was shock to find out that they warbject to CGT on their home because the land argei
than 5 acres (2 hectares). After the initial shitheky were then left with the question of what veasmpt as
their main residence and what was not. A phondac#ihe ATO got them nowhere.

The home and 5 acres of land are exempt fr@i &nd you can pick which 5 acres as long astsexl
for private purposes. The 5 acres can be in vars@gments all over the property but must inclbeéehbuse.
The idea is to apportion the original cost basethedselling price between the CGT exempt portion the
non exempt portion. This is best done by a valvafuers have access to prices back when you psecha
the property so can apportion the purchase pricdhe is important as you have probably improvied t
value of the house area.

Don't forget if you purchased the propertyeaf2d” August 1991 section 110-25 allows you to increase
the cost base of the non exempt portion by holdogjs such as interest, insurance, rates and mairte

CGT 50% discount trap for new residents

When a taxpayer first becomes a resident otrAlig for tax purposes they are deemed to havaicamt
any assets they hold, that are not connected witstrlia, at the date of becoming a resident antheat
market value on that day. Accordingly, the 50%cdist is not available until they have been a eggidor
more than 12 months. This is a real trap for peaelling their assets in their country of originttansfer
their wealth to Australia, though as the capitahga only the difference between the market valne selling
price over a period of less than 12 months, it Ehaot be too painful. For details of assets caoten with
Australia refer our Overseas Booklet. Referenc0D3/628

Reader’s question — CGT on home & rental property

Question

I've read a lot of your articles on CGT, andsinassume a property purchased pre-19 Sep 198 (e)xe
post 20 Aug 1991 (able to claim interest etc) ostl Sep 1999 (can't use indexed cost-base)adl sae
that had the example of a house purchased aftér 498 rented after 1996. However, my case isddtie
reverse of this. My wife purchased our current BqRroperty A) in 1989 ($126,000) and rented it oite
moved into Property A as PPR in June 1995 and Inse@ there since. | wish to purchase Propertyfither



mid 2006 (~$350,000) to free up funds for extengibanother property (Property B). When we mowe in
Property B (as PPR) we will rent out Property A and | will claim any tax benefits arising.

The question is: What CGT are we liable fa#t percentage based (ie it was rented 6/17 dfitine we've
owned it)? Or is it based on the market value etithe she ceased renting it out (~$150,000)7?
Answer

For the reset market value rule to apply & t@abe first rented after 1996 so this rule doatsapply to
property A while owned by your wife. Therefore thain will be on a pro rata basis. When you buy the
property off your wife the ball game starts all pagain and the market value reset rule will apphen you
rent it out. Also section 110-25 allows you toregmse the cost base by the holding costs whildiyeuhere
but of course this will not apply to holding cosisfore it was first rented out if Section 118-182ats the
cost base to the market value.

Watch out with vacant land

Innocent aspiring home owners are now beirggesyatically caught out by the ATO. CGT is a tax o
inflation so if over the last few years you purdathsand with the intention to build a new home fautone
reason or another sold it to buy a different home will be paying tax on the increase in properiggs over
that short period of time despite the fact tha gtill going to cost you the same to buy elsewtssr you have
really made no gain at all.

There is no escape from this tax because th® ATusing land title records to systematicallycha¢ach
and every sale. Further when they catch you théyapply penalties to your case because you diduse
reasonable care when you prepared your tax returrother words you were supposed to know that CGT
applied to a property you had intended to use as gjome. We are fast reaching the era where thimipe
that ignorance of the law is not an excuse, hasrheca ridiculous assumption. Penalties on tophisfdre
nothing more than slicing out a bigger obligationcontribute to the public purse to those that oaiafford
legal advice as opposed to those that can andftheravoid tax completely. Several times this rhdrnave
come across people in rental accommodation who tbaldand they intended to build their home without
thinking to declare the sale in their income tatume. These people could have saved themselvesbert
$50,000 and $100,000 in tax by having enough kndgdeof the law to have built a home on the land and
lived in it for three months and so not been updoy tax or penalties. Now they no longer evenehav
deposit for a block of land thanks to the ATO.

Reader’s question — CGT on home while overseas

Question:

A friend owned a home, lived in it for a whiteen worked overseas for less than 6 years arahiea non
resident for tax purposes. Then he returned torAlist He has had advice that the sale is CGT ekdémuip
one Accountant disagrees claiming the non-resideaogels the 6 year exemption rule.

Answer:

Section 118-145 is the section on the 6 yala; at sub section (4) it gives the following exden
“You live in a house for 3 years. You are postedreeas for 5 years and you rent it out during ydosence.

On your return you move back into it for 2 y®ea¥ou are then posted overseas again for 4 yagesn

renting it out), at the end of which you skk thouse. You have not treated any other dwelkngpar main

residence during your absences. You may chimosentinue to treat the house as your main resilen
during both absences because each abseness thdam 6 years. You can make this choice wheraprep
your income tax return for the income year mak you sold the house.”
Section 118-110 states the basic casdéomiain residence exemption and does not mentianyatime
that you need to be a resident for tax purposes.

Helping your children buy a house

CGT event B1 happens when someone has thetoghe use and enjoyment of an asset and theae is
agreement that the title will eventually pass tattherson, Section 104-15. An example of this ddug
parents helping their child buy a home by apphffimgthe loan in the parents’ name. The bank iy Vigely
to want the title of the property to be in the pasename as well. The plan being when the chifddrmough



equity to borrow in his or her own right the titléll be transferred to the child. The obvious CGightmare
this will create can be avoided with the correatudoentation.

In ID 2005/216 the ATO accepts that where éhisra formal agreement that the child will recetkie
property at a set time and in the meantime havaisieeand enjoyment of it, for CGT purposes the h@me
considered transferred at the date of making thedbagreement. The transfer is deemed to haentplace
at market value and as this formal agreement &ylito be entered into the minute the house ishased the
market value would be the purchase price so thenpmmake no capital gain, maybe a small loss en th
stamp duty costs. The child’s cost base startiseatnarket value but if he or she always livesahewill be
exempt from CGT. Note TD 1999/78 states thatwhilnot happen under a loose family arrangemenengh
the title to an asset may pass at an unspecified ith the future. So it is very important to hake correct
paperwork in place right from the start or the pésenay end up with a capital gains tax bill.

For CGT purposes the date of settlement igelevant it is the date that an agreement is niad@nsfer
the property that is relevant not the actual datb@transfer, even if there are several yealsetween.

CGT from the fridge to where your children live

Taxpayers are just starting to realise thaT €&n seep into every avenue of normal family likave you
thought about its effect on your furniture, boatcaravan? Or what about parents who have bougitt th
children a house or unit to live in closer to thaace of education. Does this qualify for the miasidence
exemption and whose name should it be held in?

A family is only allowed one house betweennmthexempted from CGT as their main residence. Only
individuals over 18 or under 18 but financially @méndent of their parents are entitled to the mesidence
exemption. Section 118-175 states — If at a padictime a dwelling is your main residence andtheo
dwelling is the main residence of a child of yowrdso is under 18 and is dependent on you for economi
support, you must choose one of them as the maidemce for both of you. So the only way you coyed
the main residence exemption for a child undersl® ihey were not dependent on you. Neverthéleiss
probably still better to buy the house or unithe thild’s name as at least once they turn 18nthzve their
main residence exemption. This would never be#se if it was in the parents’ name.

Cars are never subject to CGT. The persasalasset provisions cover things like boats,veais
houseboats, furniture, clothing, sporting equipmeatneras, white goods, horses used as a hobby Rixt.
do not include items attached to land or colle@sblFor personal use assets CGT only applieg ibtiginal
cost of the asset is more than $10,000. Lossesemonal use assets are ignored. Neverthelesgdrec
keeping is required.

Travelling worker’'s & CGT main residence exemption

In order to be able to claim their food and@daumodation travelling workers must have a homesbas
More information refer ou€laim Your Trip Around Australia as a Tax DeductiBaokleton our web site.
Make sure you consider the CGT consequences whetediewhere your home base is.

If you still own a home while you are trawed) you will want to take advantage of the 6 ydagemce rule
to continue to exempt it from CGT as your maindesce while renting it out. Note you can only O tf
you have first lived in the house. Renting out prthe house and leaving the other part to beidersd
your home base will mean expenses and CGT will hede apportioned. You cannot use the abseneefrul
you are still classing part of the home as yourmmmasidence accordingly only that part will be epérfinom
CGT not the portion of it that is rented out. Hethouse was first rented aftef"2@ugust, 1996 this will reset
the cost base at the market value when it firsatvecincome producing. On the other side only éigroof
the interest, rates and other expenses on the glinge tax deductible because part of the homesisd as
your private residence.

It is much simpler to set up home somewhé&se. eThe longer you can live in this new home befgou
actually travel the better your argument that ttusy your home base.

Converting your home to commercial premises

The capital gains tax main residence exemptaoly applies to dwellings. ID 2005/19 states that
commercial premises do not meet the definition divalling. The 6 year absence rule, section 14%8-4lso



only applies to dwellings. So if like the taxpayeén ID 2005/19 you convert your home into commedrci
premises you cannot use the 6 year absence rule thkiconversion is taking place. ID 2005/19 moarly
reasoned ruling but | agree with the conclusioeratie May 2005 amendment. Section 118-115 (1{jifa)
defines a dwelling to include a building that cetsiwholly or mainly of residential accommodatio8o if
there is no longer residential accommodation inthidding it is not a dwelling and therefore notided to
any of the concessions available to main residences

The actual wording of the main resident exeompin section 118-110 (1) is:

“A capital gain or capital loss you make from a C@&tent that happens in relation to a
CGT asset that is a dwelling or your ownershipriestin it is disregarded if ...”

This effectively requires the asset to be a dwglivhen the CGT event happens for the exemptiomppdya
Accordingly, if a home is converted into commer@atmises and then sold no main residents exemygion
available for any of the period of ownership no terahow long it was used as the taxpayer's hom@! |
2005/19 originally stated that a portion of thengaould be exempt but that part of the ruling haw feen
withdrawn because the ATO is “reconsidering thew. | think that is ATO speak for they were wipn

This problem also arises if the home is desheld and sold as vacant land though it can be eddg
selling a caravan with the land. A caravan wilt help with commercial premises because the assst be
mainly residential accommodation.

The cost to the taxpayers under these ciramets would have been huge because houses havemone
so much in value in the last couple of years.héf house was purchased aftef' 2ugust 1991 (section 110-
25(4)) you can include in the cost base the ramssirance, interest, repairs and maintenance cosisred
during the whole period of ownership. But thespemses cannot be used to create a capital loss.

As CGT is a tax on inflation, not real profitis important to consult an accountant before go anything
to your home, even simply running a business fromdéx Make sure you know the ramifications befohatwv
seems to be a simple decision means you end upgthyeusands in tax on your own home.

The 6 year CGT Rule in a nutshell

The first major point of the 6 year rule igtlyou cannot apply it until after you have livedthe house.
Factors that the ATO consider relevant in detemgnf you have lived in a house: include your addren
the electoral roll where your family resides whethélities are connected in your name and whereryo
personal effects are kept.

Assuming you have lived in the home you canrt iteout for up to 6 years at a time and contitmgive it
your main residence exemption. Of course during time you cannot exempt another property as yainm
residence even if you are living in it. Couples andy entitled to one main residence between théiyou
move back in after renting the property out foreangs and then move out and rent it out again yeatitled
to another 6 years and so on. If you vacate thpguty for more than 6 years in a row you can g8k the 6
year rule to exempt it for the first 6 years. Fartti you live in that house when you die your beiill inherit
it as if you had lived there the whole time sinoal ypurchased it. And yes you can use the 6 yeartoube
deemed to be living there when you die even thaougtreally rented out and you are in a nursinghko

Another name for the 6 year rule is the absente. If you are not absent you are not entittedse it. So
if you rent out part of your home ie a granny flatrooms in the house the 6 year rule cannot appigtead
your main residence exemption is limited to thet pathe property you use personally. Furtherhié tis the
first time you have earned income from your homwilt cause your cost base for your whole home o b
reset at the market value at the date it firstetiearning income. This can be the case evenuifaye just
renting out a room in your home.

If you move out of your home and do not rénfar example your adult children continue to lithere
while you work overseas, you are not limited by éhgear rule. The property can be protected by yoain
residence exemption indefinitely because it isinobme producing. But again make sure you livedHist!
There is a case of parents who bought a family homenly ever stayed there when on holidays intralis.
They worked overseas and their adult children oecuthe house. The parents could not give it themn
residence exemption as they were considered tedidimg overseas for all of the period of ownersdmng as



their children were over 18 but not on the titleedighey could not cover the property with their mai
residence exemption either.

As you can see from the above it is not hardind up with some CGT applicable to your honigut
while CGT may apply keeping good records can h&lp sninimise its effect. Section 110-25 applies to
properties purchased after™@ugust, 1991. The CGT cost base for these praeiticludes holding costs,
such as interest, repairs, rates, insurance auldtéanthat are not otherwise deductible. Thoughlingl costs
cannot be used to create a capital loss. Holdisgsdacrease the cost base before it is apportibesleen
exempt and non exempt days so the holding costlewbu are living there can reduce the gain inalrre
while you are not.

If your cost base is reset to the market valben your house first produced income but you mmack in,
or where living there as well, make sure you keegcard of all your holding costs from that poimwards
as they can be used to increase the reset maiketa@st base. When you start to think about whabvered
by repairs there is some real money to be mademembering to keep a receipt for everything, evegha
globel!

Note all of the above is only applicable togedies purchased after 1$eptember, 1985. Capital Gains
Tax does not apply to properties purchased bef@edate unless they change hands or significanegns
spent on them.

Crystallising a loss to offset a capital gain upda

Losses made on the sale of capital assat®tde offset against other income, they are ouigwed to
only be offset against capital gains in the cursezdr or future years. The tragedy is when a gamade in
one year and a loss the following year without prospect of another capital gain in the near futueother
trap to watch out for is that the gain is taxallg¢he financial year the agreement to sell is edténto not
when title transfers.

A wash sale is when an asset, typicallyeshas “sold” but still retained in someway sushsalling to a
trust you control or a family member. Wash salesrayou to crystallise a loss yet still retain tasset if you
think it has a prospect of future gains. The ABQiitacking wash sales that it feels are nothingertian tax
avoidance. Though it cannot catch normal dealstgdon’t do these transactions off market and atcsat
up an entity to receive the shares. The ATO wabeldeally struggling to catch you if you sold yatiares on
the market and by coincidence your spouse purcheasedilar parcel the same day. If the reasonwant to
hold onto the shares is simply due to the markey @re in then sell your loss shares and buy irthano
company but in the same industry.

Divorce and CGT

To encourage couples to settle outside ofcthets, and save the Government money, the rolloalesf
that was once only available to property settleséhat went through the courts is now availablealto
binding agreements on these matters. As you w#l & the following it is not always to a taxpayers
advantage to utilise the rollover relief yet it @uiatically applies to court settlements. If cospdéd not want
rollover relief to apply to their circumstancesyleuld enter into a binding agreement and settteobcourt.
This option is no longer be available and rolloradref will apply to all binding property settlemisn

Rollover relief means that a taxpayer can feangroperty to their spouse without triggering @TCevent
but the downside is that in most cases the CGTilitialalso transferred to the spouse who receivesl t
property so in reality they were not receiving aschhas they thought, after the tax was paid.

Unlike single individuals or same sex couplesterosexual couples are only allowed one mairdeesi
exemption between them. The little piece of inoidé legislation tacked onto the bill removed what
thought was a way of compensating separating cedptethis inequity. After all around 50% of coaglwill
one day need two houses. Before the bill was pai$se taxpayer transferred a house that had pusiyo
been used as a rental to property to their spoudehee spouse used it as a main resident then Aovaald
be payable by either party, due to rollover reltefs deemed to be a main resident the whole tifhe o
ownership. On the other hand if a taxpayer trasgteeir main residence to a spouse who usesatrasatal
property no CGT is payable by the transferring tepgp but the spouse will have to pay CGT whenrrghe
sells and the cost base will be the cost baseeo$plouse that transferred the property to thenather words

%



they would have to pay CGT on the gain during ke tit was their spouses main residence as wellugag
the time it was their rental property. Still noteal good outcome but at least the tax bill stawét the
person who could afford to use the property asiat@roperty so didn’t hit a taxpayer’s home.

The new law will change this around to refldet actual circumstances and coincidently meaaisGiGT
will be more likely to apply. A taxpayer who trdess a rental property to their spouse will stk pay CGT
but even though their spouse lives in the propasttheir own home, maybe for 80 years, the spacving
the property will have to pay CGT on a percentaligda® gain when they sell the property and they maed
to know their ex’s cost base. Now there is a Idgdtle in itself and there is nothing in the Ibdbuiring the
ex to provide this information. During the periotlownership the spouse who received the housebeill
required to keep all records necessary to calctha&teost base these include rates, interest,anear repairs,
maintenance (ie light globes), improvements andscofreceiving the property. If these are nottkep the
whole time of owning the house an ATO fine is apgiile. By the time you add these to the cost these
may not be any CGT applicable but you still havkeep the records to do the calculation.

Now if this applies to you and you decide ytunot want to be taxed on the inflationary gainsyour
home for the next 80 years, you may consider ggltiand making a fresh start elsewhere. You still be
up for CGT when you sell the house you receivedeadement so will have less with which to buy ane
home and on top of that the Government will makieyastamp duty profit out of your misfortune.

On the other hand a spouse that receives éiR&rmain residence and uses it as a rental propéi not
be liable for CGT on the period of time it was thex’s main residence.

None of this applies to same sex couplest déahey need it as they are entitled to exentpiwse each
as their main residence even though they may amljving in one.

This bill was introduced by Mal Brough. Isdhow he supports family values? By taxing the é®mof
sole parent families!

Now that | have had my say | should addresgerobthe nitty gritty detail of the new legislatio

If the spouse that originally owned the proypdirst used it as a main residence and then deiteut after
20" August, 1996 section 118-192 would still applyeeet the cost base to the market value when ifiveas
rented out and it is this cost base that would recthe receiving spouse’s cost base. Furtherpbese that
originally owned the property can use the 6 yebe to exempt the property as their main resideffies @ is
rented out and this advantage transfers to thewiegespouse though this sort of arrangement walde to
be documented in the property settlement and tbeivieg spouse cannot not make this choice for thei
spouse.

All of the rules discussed above also applpdd ownerships of property so in the case of mtlipiowned
property the rules simply apply to each half defpegmon the circumstances.

Update to CGT and foreign residents

Foreign residents will now only be subjectépital gains tax on real (real estate) property fhersonally
hold in Australia or any property that they usecarrying on a business that is permanently estaddisn
Australia. If more than 50% of a foreign interpdsentity (and its associates) assets are Austraéah
property CGT will also apply. Though for this tppdy to an overseas resident they must have maire @h
10% interest in the entity.

Reader’s question — NZ property

A reader purchased a house in New Zealan®&9 hnd used it as their main residence until 982n
they rented it out. In 2001 they moved to Aus&raind sold the NZ property in 2005. They were setvithat
they would have to pay Australian CGT on the insesin the value of the property between 1989 arth 20
multiplied by the percentage of time it was notrapéas their main residence.

True they could not use section 118-192 whédets the cost base to the market value of theviAtR it
was first rented because this only applies to prasefirst rented after ZDAugust, 1996. They were also
unlucky in that they purchased the property beRffé August, 1991 so were not entitled to include hujdi
costs such as interest, rates and maintenance thbjewere living there, in the cost base undetized 10-
25(4). As the holding costs are taken into accdwafore apportioning for the time it was not a main
residence it would have reduced the taxable gansiderably.



But their advisor had missed one vital issibey became residents of Australia in 2001. Upetoming
residents of Australia non Australian assets aresidered to have been acquired at their markeevaiuhe
time of becoming a resident. 1D 2003/628 states titre 50% discount is only available if they héeen an
Australian resident for more than 12 months eveugh they have owned the property for more than 12
months. This means the ATO accepts that the pseckate is also reset when they become a resident.
Accordingly, their cost base is reset to the maviedtie of the property in 2001 and they qualifyiriorease
their cost base by any holding costs such as sitared rates that have not been claimed as a thucten
against the rent.

Rollover relief catch

In most cases the capital gains on the sale ofadl fmsiness can be reduced to zero by carefuiligiot
the small business CGT concessions. For moreldatathese concessions refer our Capital Gains Tax
Booklet available under free publications on oubwgée. The 50% CGT discount (not directly avdiaio
companies) reduces the gain by half then the 509seaasset discount can reduce the gain down tg onl
25%. The remaining 25% can be placed into supeidion under the retirement concession or takeragh
if the owner is over 55 years of age. Alternatble remaining 25% can be rolled over to purclaasgher
active asset. This new active asset has to haae fperchased within one year before or two yedes #ie
capital gains tax event. The trap is that if ytacethe rollover relief but at the end of the tyaars have not
yet purchased a rollover asset you must pay takainportion of the gain. You cannot then decwetilise
the retirement exemption to put the funds into saipeuation. Note a replacement asset can be ar cary
other plant and equipment used in the busineselsasthe actual purchase of another business.

Warning — Don’t rent out part of your home

With the housing shortage in Mining townssitviery tempting to rent out part of or a room iuybome.
The trouble is the rent you receive will be taxadhel it will mean that part of your home is nottpated by
your main residence exemption. The 6 year rulemnval protect you here because you are still livimgre, it
only applies if you are absent. IT2167 discussesnwou are considered to be renting out part of Jome.
If your tenants pay you more the just their shdrexpenses such as electricity, phone and food yberare
in a profit making arrangement and should declaeerént you receive. If your tenants make a couation
towards your mortgage this is not part of sharimg éxpenses this crosses the line to having tadethe
income.

Interesting ATO IDs on Capital Gains Tax

ID 2006/185 — A home is covered by the main ressdegxemption even though at times it was rented out
demolished and replaced. This is by careful udb@b year absence rule section 118-145 and ylearto
build your home on vacant land rule section 118-150r example the main residence exemption apaties
all times during the following:

Late 1996 to mid 1998 Late 1998 to Early 200Mid 2002 to Late 2002 End 2002 to L20©4

Lived in the House Rented House Out Dleshed House and  Move back into New House
Main Residence 6 years absence rule It Bawv One As soon as complete
Exemption Section 118-145 Section-1%6 Must live there for at least
Prerequisit for 118-145 Elect as Main Restgen Elect Land as Main 3 months before selling

To apply Residence.

ID 2006/189 — Now here is a neat trick, use yoye#érs absence rule to reach the 3 months thabeekl18-
150 requires you to live in a house after you Hawiét it, in order to exempt the vacant land asrymain
residence before you built. Note you would stdl/b to have moved into the house as soon asanpleted
and you cannot sell it until the 3 month periodasnplete but once you have established it as y@im m
residence you can move out and rent it before tlm@3ths is complete. In this ruling it was consadithat it
was sufficient to have lived in it for 2 %2 montlshiave established a main residence exemption.

Other than when applying the main residen@mgtion to vacant land as above, the law doespeutify
how long you have to live in a place before youamesidered to have established your main residémre.



In fact some ATO staff advise people that they hHavese in a house for at least 3 months beforait be
exempt as their main residence. This ID certainékes it clear that a main residence can be esialoliin a
period shorter than 3 months.

ID 2006/179 -The cost base of an asset for capital gains tgxgses can include legal costs incurred after
the sale of the asset because the purchaser wgalkaletion regarding the selling price.

Readers gquestion - Rolling over a farm

Q. I purchased a farm in 1990 as an investmenemeing there but employing a manager to run the
business. Can | sell this farm and buy anothertomell over the capital gain and not have to {zy?

A. Rollover relief is not normally available onvestment properties but as this one has been msed i
business you are entitled to roll it over if youatity for the small business concessions. Busee$s the
simplified tax system (STS) qualify for the smalismess concessions but they must have a turndéveso
than $2,000,000 to enter the STS. If you are mahé STS you can still qualify for these concessiih the
business’ and associates’ net business assetssarthin $6,000,000.

My concern is that if you simply roll over inthe next property you may not be able to useethes
concessions next time so you should utilise therothoncessions to get as much of the gain outresxdnd
just roll over anything that is left. If you areey 55 years of age it looks like you would quahdy the 15
year exemption which means the whole gain is teg find you do not have to offset any of it agaamst
other capital losses you may have saved up. ®@iberl suggest you reduce the capital gain by 0 5
CGT discount and then the 50% active asset disceairthat only 25% of the gain is rolled into thexine

property.
Selling your business

If when you sell your business part of thetcact involves future payments contingent uponaterprofit
forecasts being met you need to consider thislartidhe right to these future payments are refetoeas
“earn out rights”. That is when you sell the besi®s you may receive some cash and an agreement that
further payments will be made conditional upon perfance. In the financial year that you sign the
agreement to sell your business you will be asbéssan the difference between the cost base of your
business and the sale proceeds which are the oastegeive and the market value of the earn ofit.rig

If you qualify for the small business capalins tax concessions you will probably pay vettjelitax on
the sale of your business. Businesses in theli§imptax system (STS) qualify for the small busss
concessions but they must have a turnover of kess $2,000,000 to enter the STS. If you are nthénSTS
you can still qualify for these concessions if thesiness’ and associates’ net business assetesar¢hian
$6,000,000.

The earn out right is a new asset that comeseaxistence when the contract to sell the busiresigned
and its cost base is the market value plus anyceged costs such as legal fees. ID 2002/766ssthtd an
earn out right is a C2 CGT asset. Unlike other GfS3ets a C2 asset is deemed to be disposed oftiaden
actual payment is received, not when the contsastgned. An earn out right is not an active bessnasset
so will never qualify for the small business corsiess but if there is 12 months or more betweersitpeing
of the contract to sell the business and receitireggpayment then the 50% CGT discount can apply (ID
2002/941). If the performance criteria is not m@iho payment is made this triggers a capitaludssh can
only be offset against future capital gains. Tdeslis the cost base or the portion of the cost bpplicable
to that payment. So you can see that the notigaial created by the market value of the earn gt ivhen
the business is sold is not reduced and all tHergslleft with is a capital loss that cannot lgised unless
future capital gains are made. Accordingly, agrgdo an earning out right and setting the marlaties
needs to be carefully examined. If the buyer wémtssort of security the seller needs to be cameatd for
waiting for his or her money, the risk that the éuygefaults or ruins the business and the factrttat tax
will be payable on the future payments because whkyot receive the small business CGT concession

The key factor here is determining the maxkatie as this draws the line on how much will &eetd at
the small business concession rates and how mutheagive the 50% CGT at best. Setting a highkeiar
value will mean more of the sale proceeds relatinthe earn out rights is taxed at the start btief small
business concessions apply this tax may be nelgligibhe high market value becoming the earn aitt's
cost base will result in very little gain in thetdte when only the 50% CGT discount is availableibthe
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payment is not received this will increase the libgeg may never be utilised. On the other hamday be a
very cheap way of generating a future capital ibs®u have an expectation of offsetting it agaiotter
capital gains that do not qualify for the smallibess concessions.

Of course in a perfect world market value wiolé market value but this one is very much ingpe of
the beholder. Market value is the price a willlmg not anxious buyer, dealing at arms length wquald for
the asset. | personally would not pay much foeamn out right due to the high number of risk fextoWhat
if the buyer ruins the business, defaults or odwemomic factors effect the industry, unlike thikesd would
not have a knowledge of the sustainability of thisibess and be very weary of why he or she wamgell
There is also the time value of money. Accordintiig market value of the earn out right would be
considerably less than the total of the expectsti aws so unless the seller defaults there shawdys be
a capital gain.

Warning When Moving House

Another reason to get a big box and keep allréteipts associated with your home becausgusisoo
easy to lose the protection of your main residemaamption. Not only are you required by law tokéee
receipts for the past if in the future you do gapped but keeping the receipts could save youngagx on a
gain you never made. Make sure you keep everettepts for a replacement light globe, lawn mowet,f
anything to do with the house, throw it in the box.

If you buy a new house before you sell the @i you are allowed to cover both residences yotlr
main residence exemption for the 6 months precettiagale of the old house (Section 118-140). yBut
can’t rent out the old house within 12 months befeelling it. If you hold both houses for longean 1 day
or more past the 6 months you have to choose wiaakse you are going to expose to capital gains $me
would choose the new home as they may never saith ay it is too far in the future to worry abouthat’s
fine but keep the big box just in case. Even tlhotige new home may only be exposed for 1 day ydlu st
have to calculate the capital gain over the whaleod of ownership and apportion it. If you dolkie the
thought of being taxed on the inflationary gainymur house many years in the future then you mapsh
to pay the tax now and declare the gain on youroltie. But what is your cost base? When you ffast
out a property that was your home the cost baseset at the market value when it was first reoigdso that
people who never expected to rent out their horaecavered. But this market value reset rule opllias if
you rent the old house out and if you do this yaormot have any of the 6 months overlap so youlsiie a
capital gains tax problem unless you make the olesé available for rent the minute you move in® ribw
house and you move into the new house immediattdy settlement. Now if you didn’t have that insigr
worse still where ignorant of the law (which is ewcuse) you now have to try and work out what thet ¢
base of the old house is. Not because you arggoibe up for a large amount of CGT but becausehave
to go through the exercise. If you purchased thesk after 20 August, 1991 section 110-25 includes in
your cost base all your holding costs such as ratésrest, insurance, repairs and maintenanceyouf
purchased the house before™28eptember, 1985 CGT does not apply and maybe kould consider
keeping the house. If you purchased the housedeet®8' September, 1985 and 2@ugust, 1991 you are
only allowed to include the original purchase pricgprovements, buying and selling costs in yowstedase
and no doubt you will have a considerable capiah.g

Inheriting a House

Avoiding CGT on death

There is no Capital Gains Tax (CGT) payabledeath unless the beneficiary is a non residentaor
purposes, a superfund or an entity exempt from t&gction 128-15 ITAA 1997 covers the basic rulés.
states that any capital gain tax event is disregghah the transfer from the deceased to a bengfiorato the
executor and then to the beneficiary. The troublgansfers to a testamentary trust are not iredud the
legislation so the transfer to the testamentargttisiexempt as it is considered the beneficiatyhen the
testamentary trust ultimately transfers to the belaey that transfer is not exempt. In PSLA 2QBthe
ATO recognises that this is the case at law butdggieed to treat a transfer from a testamentast taua
beneficiary as exempt. A testamentary trust isaeated by a will. This may be fine if you arereatly a



beneficiary of a testamentary trust but it doesterean element of doubt if you are preparing yollir ag
PSLAs are only ATO statements of practice and @awithdrawn at any time.

Note disregarding the capital gain event does neamthe asset is exempt from CGT while in the
testamentary trust, the clock is ticking but a $fan from the trust to a beneficiary does not tigg tax
liability, the beneficiary takes over the assehatcost base to the trust.

How the cost base is calculated

Hopefully, the above means the beneficiary haw received the house tax free. Section 128146
explains how the cost base is set. For housesraddoy the deceased prior to".September, 1985 the cost
base is simply the market value at the date ofidedhis is regardless of where the deceased wiag) land
whether the house was a rental property.

If the house was acquired post' Zeptember, 1985 its cost base is the deceasest'base unless it was
the deceased’s home at date of death, then iheyited at the market value at the date of de#itdoes not
matter if during the time the deceased lived theveas also used to run a business or partiallyectiout as
long as this was not the case at the date of deathwas only used as their home. Note secti8nll90
states you can use section 118-145 to have a libatswas previously the deceased’s home and noalbar
rented or used to run a business while the deceaagdiving there, considered the deceased’s hdardata
of death even though he or she was not living thdieis applies for up to 6 years before deatlméf home
was rented out while the deceased was absent definitely if it wasn't rented. Of course the cession
associated with the deceased’s home only appliesd¢groperty so if possible it should be appli®é@ fpost
20" September, 1985 property if the deceased had larezkthere.  If the deceased’s home was purchased
post 20" September, 1985 and he or she was partially usitm produce income at the date of death ie
running a business from home or had boarders then niarket value concession is not available.
Accordingly, it is inherited at the deceased’s duste.

Extending the exemption beyond death

Section 118-195 allows an inherited house tmtinue to be exemption from CGT in certain
circumstances. These concessions apply to a hbasavas the deceased’s home at date of death or |
deemed to be the deceased’s home under sectioh4BL8They also apply to a house that was purchiaged
the deceased prior to ®Geptember, 1985 even if the deceased never lha®.t So again, just as is the
case with the cost base rules, if the deceasetiveaisin more than one property in the 6 yearsmigodeath
and you can choose between a pr8 $8ptember, 1985 property and a post 3@ptember, 1985 property it
is best to chose that the post"2Beptember, 1985 is the main residence. Noteeifpthst 280 September,
1985 property was the deceased’s home but wasiaésbto produce income at the date of death (famgle
taking in boarders or running a business from hadime&) these concessions do not apply

If you sell a property that qualifies aboverithere is no CGT payable if it is sold within €ays of the
date of death. But be careful 1 day over the 2syaad you will have to pay CGT on the differeneéaien
the market value at date of death plus any noncatdxde costs associated with it and the sellinggari This is
where diligent record keeping can save you heafisu can increase the cost base by any cost of mequi
title in the property, selling it, improvements aady holding costs you have not claimed againstaten
income. Holding costs include rates, interestyiasce, land tax, repairs and maintenance (Setfior25).

It is the repairs and maintenance that has hugenpal, you need to get a big box and keep recépptawn
mowing, plants, even changing a light globe, etc.

The 2 year limit is extended indefinitely whil the house is the main residence of the spouskeof
deceased or a person given the right to occupydiise under the will (ie life tenancy). There iRigher
concession if the occupier of the house from ddteleath until the eventual transfer of the housea is
beneficiary entitled to receive all or part of theuse (but not a life tenant). They would not bbjett to
CGT on what is technically their share of the sateceeds. But if they had to buy out their fellow
beneficiaries those beneficiaries will be subjecCiGT on the proceeds unless they qualify for onthe
other exemptions under section 118-195 as disclasak.

Note if you sell a pre 30September, 1985 property or the deceased’s hortténw2 years of the
deceased’s death it does not matter who lives threegen if it is rental (118-190(1)), no CGT appgli

If the deceased made considerable pd8tSkEptember, 1985 improvements to a pré 86ptember, 1985
property section 108-70 would have classed thepeavements as a separate asset and thus subfeGTo
Fortunately, this problem dies with the deceasedust a property is simply inherited at the maxkatie of



the whole property even if the deceased never lilede. The same concessions apply if the decdsskd
used a post 2bSeptember, 1985 property as a rental or for incproducing purposes while living there. If
the deceased had sold the property while alivertsh® would have had to pay CGT on a portion ofgéie.
Apportionment is not necessary if the propertyoisl by a beneficiary or executor of the estaterasigding at
the date of death the property was not partiallgdutor income producing purposes ie it was totély
deceased’s home or vacant or totally rented outcbuered by the 6 year absence rule then it is Igimp
inherited at the market value at date of deatht{@ed18-195).
Tips

The 50% discount is available on the sale of ashoyou have inherited even if you have not hefdritt2 months,
providing it is 12 months since the deceased edii@te the agreement to purchase it. Section 118)Xnhd TD 94/79.

Any capital losses accumulated by the deceasetbst on death ie the estate cannot utilizenth&/hen
planning your estate it may be worth churning squst 28' September, 1985 assets to offset the loss and
reset their cost base at higher rate for the bewéfiyour beneficiaries. This may not be econoinica
considering the transaction costs associated witisés but may be worth it for shares.

Leaving a beneficiary the right to occupy tlmuse can cause major restrictions and CGT nigletsniar
things do not go specifically according to plan.ariy of the problems surrounding this issue haveyrot
been addressed by the courts or ATO rulings sanaadraw conclusions but the CGT laws as theyecly
stand could be interpreted to mean that shoulgngon entitled to life tenancy ask the eventuakbeiaries
of the house (remaindermen) to sell the home sp ¢ha move elsewhere such as a retirement village b
the remaindermen and the life tenant could be stubpeCGT on the transactions with a zero cost.base

There are more sections of CGT law relevanhi®topic but they cover less common circumstanaad
many little traps, in particular life tenancies areninefield. So it is important to seek profesalcedvice on
your particular circumstances before you act os ithfiormation.

Using superannuation to minimise CGT

Most people are aware that a superannuatiotrilbation can minimise the effect of an abnormagisge
capital gains tax bill but they don’t quite undarsd how. You will still be assessed on the capgj&hh in the
usual way. You can either offset it by claimingaa deduction for a superannuation contributionf giou
receive employer support by reducing you wages hharg sacrificing into superannuation. The
superannuation will be taxed at 15% when it goés the superannuation fund so this strategy mokes t
funds from whatever tax bracket the gain has pugbednto to the 15% rate but the downside is dudiest
you can access it is after your'5birthday, even later if you were born aftef"3lune, 1960. If you were
born after 30th June, 1964 you cannot access yaquerannuation until you are 60 and if you were born
between June 1960 and June 1964 the preservatmmnwiligbe between 56 and 60. There are also tax
incentives that may mean you decide to leave rethatil you are 60 anyway.

Before you start anything make sure you gudbf make the superannuation contribution. Balsiaél
your employer makes superannuation contributions/éol, you do not qualify to claim a tax deduction
any superannuation contributions you make. If y@uaployer does not make contributions but is reguto
make contributions then this qualifies as emplagrport and you cannot claim a tax deduction. Tilg o
exemption here is if there is no chance that youpleyer will ever make the contribution ie they ame
liquidation (ID 2001/39). If you are caught as employee you can make the superannuation conoitbuti
through salary sacrifice instead. Instead of kengiyour wage you ask you employer to depositritiumey
into a superannuation fund for you and you live tb# proceeds of the capital gain. You can onlgrga
sacrifice future earnings so this method is not/\adfective if you sell the property towards thedesf the
financial year.

There is a window of opportunity for those tayers who only earn a small portion of their incalmeugh
an employer, it is called the 10% rule. When aipygjythe 10% rule most tax deductions are not cameatlas
it is measured on assessable income not taxalengc The 10% rule is discussed in detail in TR52D4.
The formula for the 10% rule is the assessablenrecaxempt income and reportable fringe benefam fr
employment must be less than 10% of the persotes agsessable income and reportable fringe berfefit
the year. But assessable income only includesnétecapital gain ie after offsetting capital lossesl
reducing it by the 50% CGT discount, if applicabldote the legislation refers to assessable inctyora
employment not the amount that your employer isiireqg to pay superannuation on. So for examptaé



month you earned less than $450 so no superannuaéie paid for you that month that $450 would &l
included in the amount you are trying to keep urid¥®n6. Though if for the whole year all your empint
income was under $450 each month you would nofifguifal any employer support so you would be eatit!
to claim a deduction for your superannuation cbations without even having to consider the 10%.rul
You would simply qualify because you did not hamg employer support. You would also not be conside
to have employer support if the superannuationrdmritons your employer made for you only coverediy
death benefit to your estate (AAT Case 31/96).

Now assuming you have got this far and one @ragnother qualified as not receiving employer supthe
next step is do you personally qualify. Once yeach 65 years of age you have to satisfy a wotkiaese
able to claim a tax deduction for your superanmmationtributions. The work test is at least 40rBomork
over 30 consecutive days in the financial year gontribute. In the 2006/2007 financial year youmroat
claim a tax deduction for your superannuation gébation once you are 70, in the 2007/2008 finangesdr
the threshold is 75. You have up to 28 days gfter birthday to make the contribution.

The amount you can contribute varies dependingour age and the year you make the contributidme
limits apply whether you make the contribution fgwurself or your employer makes the contribution.
Though in the 2006/2007 year the age base limiliegppo each employer ie if you have two employgrs
could. sacrifice into superannuation twice your &gse limit. Any contribution over this limit wallbe
considered undeducted so not taxable in the hafrttie superannuation fund.

2007/2008:

The maximum deductible contribution you can makea superannuation fund is $50,000 unless you ae ov
50 years of age when you can contribute $100,000.

2006/2007:

People over 50 are entitled to claim up to $105,5E®ple under 35 only $15,260 and between 35 &nd 4
$42,385. Note for the 2006/07 year, if you are imgkhe contribution for yourself you are only ¢letil to a
tax deduction in full for the first $5,000 you cahtite. You will only be entitled to a tax dedwetifor 75%

of any amount over the $5,000 and then only upta yage base limit.

Remember you pay CGT in the year that theraohtis signed, not on settlement. This creates tw
possible dangers. The settlement may be delayszb@ahe end of the financial year and you will mate
the cash to make the superannuation contributigmnvay or if you are salary sacrificing you do nowvea
enough salary left in the balance of the finangesr to make a large enough contribution.

If you want to completely eliminate your CGTll by a superannuation contribution the tax dethlet
portion of the contribution only needs to be as Imas the net capital gain. That is after offsgtlmsses,
applying the 50% CGT discount and any other apblecaoncessions.

Inheriting a home left in two parts

A house can be more than one asset for CGgogas. For example, when a couple who own a hasise
tenants in common leave the property to the samsope Normally a couple would hold their home @atj
tenants so if one of them dies it is automaticailyerited by the other one. The surviving tenaould
continue to live there so when he or she dies thelevhouse passes to his or her heir as the detgase
residence with all the concessions attached. To&t mportant of these concessions being the fibxilho
take 2 years to sell it with no CGT consequence.

Sometimes rental properties are held as tenantommon for tax purposes and then later becihrae
main residence. In the case of a second marridggsmay each want their share of the house lefhéo
children of their first marriage. To facilitateighthey must hold the house as tenants in commapgn their
death their share of the house goes to their eastatés dealt with according to their will. But atthappens if
a few years down the track they have a child of then or take on someone that they both decidg wemnt
to have the house when they die? They change whiisrso this can happen but if that beneficiasynbt
living in the house the main residence exemptidiess for half of the house. This gives the taxnnaaslice
of the house if the beneficiary is kind enough ltovathe remaining spouse to stay on in the hougé they
die.

When both members of the couple die the beiaeji inherits two CGT assets one half inheritedhat
market value when the first spouse died and therothen the second spouse died. Under normal
circumstances a beneficiary would have 2 yearshiclwto sell the house without a CGT liability bat half



the house the 2 years started when the first spdiggse So it is more than likely half the housdl Wwe
subject to CGT on the sale. There is a small egprihere. If the remaining spouse was given & tigh
occupy the house under the late spouses will thiséhavould remain fully CGT exempt (section 118-195)
while the spouse is alive but the minute they tie €GT clock would start ticking on half of the keu
because the 2 years in which to sell can only afgpty the owner’s date of death.

Assuming the first spouse to die died in 2(0@, last spouse died in 2003 and then it took yyear to
sell it. You inherited half in 2003 which will havmno CGT liability but the half you inherited in GD will
have a cost base of its market value in 2000 pdsssoof securing title and half the selling anddivaj costs
(ie rates, insurance, repairs). You will be up@@T on half the difference between this and thiengeprice.

The moral of the story be very careful in dewy whether to be tenants in common or joint ténavhen
you buy a house. Another solution would have biegrnthe couple to change their wills that they each
inherited each other’s share of the house on dmadhwhen they had both died it goes to the berejici In
the example above this would have meant you wonlg loe up for on 75% of half of the difference beém
the cost base and the selling price. IT 2664 disesi rights to occupy given under a will.

CGT small business concessions when earning rent

Paragraph 152-40(4)(e) of the 1997 Act exduidem all the lovely CGT small business concession
asset whose main use is to derive rent. TD 2006 examples of when the main use is considerbe
to derive rent. Industrial sheds leased for ovgear were considered to be deriving rent and nttled to
the concession but self storage sheds with a manageoarding house and managed holiday units were
consider not to be used mainly for the purposeeoivthg rent.

Factors that are considered relevant areethgtlh of the tenancy, whether cleaning servicepareided,
where the owner or manager lives or works, whetherowner or manager retains the right to enter the
premises at any time, the selling of other itemsetmants such as boxes, equipment hire etc. d$ dot
matter that the rentals are on such a large shatettiey are considered to be a business, for iadam law
purposes, rather than an investment.

In the case where the same piece of landed s two different purposes apportionment ismatessary.

It is what the main use is that will determine fate of the whole property. For example a busiregss
commercial premises that it operates the businmess but rents out part of the premises that it dussuse.
Providing the part of the premises used by thernassi is substantial, but it can be less than thedfgdecision

is made on the basis of the amount of income g&etereSo if the rent you receive is less than tineaver of

the business the premises are mainly used to dbusaess income not rent so the CGT concessians ar
available.

Owning your home in a trust

The most significant reason you do not wardwm your home in a trust is because it will notcbgered
by the main residence exemption. Capital Gains ifaa tax on inflation. Without the main residence
exemption it would be difficult to move homes. Assng all properties have gone up by a similar amboifi
you have no exemption you would have to pay tatherincrease in the value of your own home evengho
it would cost you the same for a similar housewefmre. This could leave you with insufficient fisntb
purchase the new home. Section 118-110, whigkreahe basic circumstances that give rise tarthm
residence exemption states as its first requirettir@the owner be an individual.

Some people put their home in a trust for tage®ection purposes. The ATO has no objectiothi® if
you are not trying to rent it back to yourself in attempt to claim the interest, rates, insuramepairs,
maintenance etc as a tax deduction.

If your only reason for holding your home inrast is for asset protection, consider one offthlewing
alternatives:

1) Set up a mortgage trust and hold the proparypur own name. Then in a round robin of chedqug®ur
bank manager’s office gift the trust the value lbtlze available equity in your home. The trustriitakes a
second mortgage (assuming your bank already hafirshenortgage) on your home and lends you baek th
amount you gifted to it. You use this money to pagk your bank manager for covering the origimabant
you gifted to the trust. The mortgage trust doetsneed to lodge tax returns or charge you interésis is
not an arrangement with any tax advantage it islgudriven by asset protection so you do not hawedrry
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about Part IVA. A bankruptcy trustee can clawkotiansactions intended to protect the asset fr@ditors
but there is a time limit. Ideally, any creditoamting to get their hands on your house will decids not
worth it because by the time they sell you up aag @ut the bank and mortgage trust there will bihing
left for them.

2)

Hold your home in your spouse’s hame. Yournmasidence exemption can apply to a house hefdun

spouses hame only, so if you have a spouse whdikely to be sued, this is an even simpler method.

Note before acting on the above you should seeH Bdyice on your particular circumstances, timangl

areas of risk to ensure that such an arrangemdmiraiect you.

If you are thinking of holding your home irtrast so you can rent it to yourself and negatiygggr it, you

will be challenged by the ATO. In Tabone ¢ FAJO@ ATC 2211 the taxpayers held their home in & uni
trust then rented it to themselves and claimedka¢aluction for all the expenses associated withiogvthe
house. The AAT disallowed the deductions. In 2Z602/18 the ATO states it will not allow these
arrangements to be negatively geared.

There were some interesting statements made b4Afen Tabone’s case:

1)

2)

3)

4)

The AAT found that the interest was incurregtovide a family residence and not expected talyce
assessable income.

When the taxpayers tried to argue that theymitiset up the trust for the tax advantage butakset
protection purposes the AAT would not accept tresduse they were employees so the need for asset
protection was minimal. This point should be notgdanyone considering setting up an entity that
provides both asset protection and tax benefitanyWaccountants will argue that if the dominanfppse

was asset protection, Part IVA cannot apply justabiee there was also a tax advantage. Now that the
relevance of the need for asset protection is densd, it cannot be assumed that asset protectibn w
shield a tax benefit if you are not exposed to r@ay risk.

The trust was a unit trust and as the taxpayersed the units in the trust the AAT pointed cuttno

asset protection existed because creditors coulelsadhe assets of the trust because they wetieend

the units should the taxpayers become bankrupt thi3 basis only a discretionary trust would pdevi
effective asset protection but the losses frompitugerty would be locked into a discretionary trest
unless other income can be channelled into it teebfthe losses there is no tax benefit in holding
house in a discretionary trust.

Because the taxpayers borrowed the money wspdrthase the units jointly and they both contalduo
the repayments Mr Tabone, who used the money totheiynajority of units in the trust, would, if the
interest was deductible, have only been entitledlaon a deduction for half. This finding is inrdbct
with other cases. Banks normally force coupldsaimow in both names so just to be on the safe gide
important that you can show a paper trail to thEayenents with their source coming from the memlber o
the couple who is claiming the deduction. Bestdltry and persuade the bank to accept the gueesof
the non borrowing member of the couple insteachofvéng their name on the loan.

The Tabones holding their home in a trust was$ § win win for the ATO. The net loss on thepay

was not allowed and the Tabones would have to [y © the ATO when they sold the property.

How to include the holding costs of pre 1991 propéy in its
cost base

Here is a nice little twist on the letter oétlaw in the taxpayers favour. Properties purahassween 20

September, 1985 and 2@ugust, 1991 are in some cases more highly talxad properties purchased after
that date. This is because section 110-25(4) walichws the cost base of a property to be increasethe
holding costs that have not been claimed as a ¢axiation, only applies to properties purchased &
August, 1991. Holding costs include interest,sal@nd tax, insurance and repairs and maintenance.



There is a little trick available to peopl@@ling their main residence exemption For exanyple may
have lived in two of your properties and chooseide the 6 year rule to exempt one of them as y@in m
residence while you live in another. This may keduse you feel the one you aren’t living in wilbguce
more capital gain or you may just see the benéfitad exempting the house you live in for CGT pleg®
because by the time you add the holding costs to gost base there will be no capital gain andhia t
meantime you want the negatively geared advantaigihe one that is going to make the higher gdihat is
the beauty of being able to choose where you Igaue main residence exemption (providing you haved
there first) a water front property that has higterest repayments and high capital gains potec#al be
rented out for the negative gearing benefits sihg your main residence exemption to make sweedipital
growth side of the investment does not come badktéo

Now to the situation on the home you arenlivin. Assuming you have always lived there exdepta
small period when you lived at the other placeyag your exemption. Section 118-192 resets tst base
and the date you acquired the property to the nhasklee and date when it first produced income fwea
20" August, 1991 property can become a post 20gust, 1991 property by simply renting it out rthe
moving back in.

Section 118-192 will also be triggered if thmuse produces income while you are living thersisply
taking in a board for a week could gain the sansetradvantage. The set of the purchase dategseaf
advantage in these circumstances, because of theheaCGT calculation works for homes partly used t
produce income, it is of great advantage to be t@bileclude holding costs. If say your home wal$ ised to
produce income (taking in a boarder or home busjrfes half the time you owned it then 25% of tlangon
the sale is taxable. The gain is calculated firskuding in the cost base the holding costs appli to the
non income producing use. So holding costs for ywivate use of the property can effectively rezltive
CGT on the income producing use of the property.

The rush to minimize tax before June 30

The silly season is upon us. Time for allstn@chemes to minimise your tax to come out ofwbed
work. If you are facing a large capital gains kabk the tax payable may seem so extreme that wttitude
has become less conservative. Don't lose siglhefact that really the tax you will be paying amcapital
gain is very likely to be at a lower rate then yoormal income. | assume if you have a large ahpgin
you have held the property for more than 12 mosthshe highest rate of tax you will pay is 50% loé t
maximum rate, 23.25%. If you earn over $25,000 gualready paying 31.5% on each extra dollaream
so you should at least take as protective an détiim how you invest the money from your capitahges you
should be regarding your wages.

It is also the time of year that the ATO atpds to scare people from these activities. Ther yhe ATO
has released TR 2007/D2. The ruling is directe@gistered agricultural managed investment schenies
only a draft ruling at this stage and | would nepect it to be finalised until at least this timexhyear at the
earliest. The ATO also intend running some tesesa Some readers might recognise that as a@logate
enough uncertainty to squash the industry befa@eAflO has to prove its position. We have seenlibfere
regarding partnership income splitting and salagrificing rental property expenses.

In the media release accompanying the drdihguthe ATO states that investments in agricultura
managed investment schemes that are covered byngxmoduct rulings will not be affected by theafir
ruling.

In summary the draft ruling is based on theoty that investments in agricultural managed stments
are capital in nature and therefore not deductibldhe argument that the ATO use is that the taxgaye
investing in the scheme are simply paying for dtrip a future passive income, they are not invilire
anyway so not actually in business it is the manag¢éhe scheme that produces sells the produceisohe
manager that is in business. The draft also stggest now the scheme manager will have to paytathe
scheme’s income before distributing it to the inges with a franking credit. The worst propositionthe
draft is that all proceeds received from the scharedaxable as normal income with no deductiom be&ag
allowed for the original investment, which by thedeof the scheme will be worthless. Accordinglye t
amount invested will become a capital loss to deebfagainst future capital gains from other invesits
only. This outcome is enough to take AMISs frommast tax advantaged investment to the other erdeof
scale as the worst investment for tax purposes.

1%



More travel costs qualify for CGT cost base

In April 2006 changes were made to section-23.Qvhich lists the items that are included in aBed's
cost base. In particular section 110-25 (4% wasratad to remove the word non capital. This mehat t
provided the property was purchased aftéf Abigust 1991 the section now covers all types ofenship
costs that have not otherwise been claimed as detdnction. The interesting thing about sectiof-2% (4)
is it differs from the other subsection that areyvspecific as to what can be included in the dussde.
Section 110-25 (4) uses the word “include” and tlh&s examples of ownership costs. This and ¢meoval
of the word non capital costs opens up a whole ai®a of cost base items.

For example ID 2007/67 released off' Zpril, 2007 states that even though expenses sscmotor
vehicle costs associated with initial repairs coudd be included under section 110-25 (5) becausg Wwere
not specifically capital improvements, they can nmvincluded as a cost of ownership under secti®2b
(4). Previously ID 2004/732 excluded motor w#hicosts associated with initial repairs from gecfi10-
25 (4) because they were capital in nature. IDAZIOER has now been withdrawn.

The January 2007 changes to section 110R&ré¢dback dated to cover any CGT event that haggpen
or after £' July 2005. This means that travel costs incubefdre £' July, 2005 are included in the cost base
of an asset sold on or afte¥ duly, 2005. But note any costs that qualify urskstion 110-25 (4) cannot be
used to increase an assets cost base if it maal@taldoss.

Correction re marriage rollover relief

In Newsflash 138 | announced that rolloverefelvould now apply to all marriage and de factormnage
breakdowns whether the couple wanted it to or nbiis was misleading as the rollover relief woulat n
apply if there is no agreement. For example thegoagree one gets the home and the other thetmeat
property and they just transfer the title withouawing up a legally binding agreement that settles
property of the marriage. We certainly don’t recoemd that clients do this because the matter is not
finalised in fact in a worse case scenario propadguired after the separation could still be abergd
matrimonial assets when one party decides they awémimal agreement.

Rollover relief is available if the court erd the transfer of the property as part of a rageribreak down
or de facto marriage break down hearing. In otdereduce the demands on the court system the new
legislation adds that rollover relief also appliesbinding financial agreements or arbitral awandsger the
Australian Family Law Act 1975 or correspondingdign law and a written agreement that is bindiragtiae
various state and foreign laws on de facto relatigrs providing that the only reason a court ccaser
override the agreement is if it was unjust.

Inheriting a rental property trick

If you inherit a house that was a rental prypef the deceased and he or she purchased ater 1
September, 1985 it probably has a large capital gddached to it. If you are in business or canktlof a
business you would like to dabble in, move the mess into the rental property. This will make thetal
property a small business active asset which gesaliyou for additional CGT concessions if you eliect
operate the business in the simplified tax systeryoa and associates have net business assetssathkmn
$6,000,000.

As long as more than12 months has passed siaadeceased purchased the property you will fyuiaii
the 50% CGT discount when you sell the propertys aAresult of moving a business into the propeoty y
will qualify for further 50% discount if the propgris considered an active asset (refer section1B® Act).
To be an active asset the inherited house neeois tsed in your business for at least half the fmeown
the house or 7.5 years whichever is the short€be period starts from the time you inherited thepprty
not from the time the deceased purchased it sdlihat be hard to use it in the business for hiadf time you
own it.

By the time you utilise the 50% CGT discountdahe 50% active asset discount you are left witly
25% of the gain taxable. If you are over 55 yedgsyou can utilise the retirement exemption tceree the
remaining 25% tax free. If you are under 55 and gon’t want to pay tax on this remaining 25% y@un c



roll it over into another active asset for your ibess or contribute it to a superannuation fundl your are
55. Note this contribution will not be taxablethe hands of the superannuation fund.

When does a home become your main residence for tR&T

exemption?

In Erdelyi v FC of T June 2007 the AAT deaidthat a home the taxpayers had constructed anwac
land was not covered by their main residence exemgiecause they had not lived there for at least 3
months. Note the full 3 months was only requiredaose the house was constructed on vacant land but
nevertheless this case is relevant in showing wbastitutes making a house your main residencee Th
factors the AAT held against the taxpayers werdithigeed amount of furniture and household itemptkia
the house, the electricity consumption that wasdarow for them to have spent much time there |tk of
a kitchen stove during that time and the lack aflence that they had changed their address. Hpayars
tried to argue that they had intended to sell tHairghter's home to pay for the new house andesdbuld
not sell her home they sold their's instead. Tdngument was weakened by the fact that they haxk sin
purchased another home for themselves. The tarpayay not have covered their tracks very wellhis t
case but it is also evident that to exempt a hassgour main residence is not an automatic rigfdu have
to have legitimately made it your home.

New rollover strategy

If you utilise the CGT small business conaassirollover relief on part of your capital gainuydelay
paying tax on that gain until you sell the asset gal the gain into. Even at that stage you aadlover again
or use the retirement exemption. You have to beyréplacement asset or improve an asset you gloseal
within 2 years (or 1 year previous) of making theital gain.

From the ¥ July, 2007 if you don’t buy the replacement agset have to include the gain in the tax return
for the year in which the 2 year period expiregevi®dusly you had to go back 2 years and amendake
return where the gain was made.

This allows a tax planning opportunity. If yaiaxable income is high the year you made the abgéin
use the rollover provisions to move the gain intevareturn 2 years in the future.

Note rollover relief isn’t the be all and entlat the small business concessions. Before easidering
its use you should utilise at least the 50% CGTalist, the 50% active asset discount and if yowaes 55
or under 55 and happy for the money to go into supe retirement exemption. Rollover relief hadyo
limited possibilities but maybe useful if after thesiness is sold and everything is settled yolevpéanning
a long overseas holiday so won’t have any taxaimteme in the financial year 2 years after the sélthe
business.

Inheriting a pre CGT property

Section 128-15 determines the cost base atwua will inherit the property. If the propertyadh never
been the deceased’s home you inherit it at the saose base as the deceased unless it was a pre CGT
property to the deceased.

Pre CGT properties are inherited with a d@ste of their market value at the date of deathtlaey are
deemed to have been acquired at the date of da@diis.means that the beneficiary will not be eatitto the
50% CGT discount until more than 12 months fromdkeeased’s date of death. On the other handta pos
CGT asset is deemed to be acquired at the daeteased acquired it so the beneficiary will béledtto
the discount immediately if the deceased had owthedproperty for more than 12 months before death.
Reference section 115-30.

Claiming rental property travel expenses - Update
Travel re Purchase and Signing of Contract to Butravel to improve the property - Part of costeoéw
CGT purposes, if the property was purchased af@igust, 1991, section 110-25(4).
Travel to Improve the Property — Part of cost das€GT purposes section 110-25(4)



Travel to Repair & Maintain the Property While Remt- Claimable against current year income

Travel to Repair & Maintain the Property While Neénted — Part of the cost base for CGT purposé®sec
110-25(4) if the property was purchased afté? 20gust, 1991. This is the case even if you are
living in the property at the time of the traveltliar some reason during the time you own the
property it is not covered by your principal pladfeesidence exemption.

Main residence trap

Now, | know the following is very much old nswo our long term readers but | have seen too many
people, lately, caught in this trap, not to menitaagain. To fully exempt a home as your maindesce you
must move into it as soon as “practicable” aftétlament section 118-135.

It is a bit like musical chairs, really, yowst grab the house as soon as the music stopstbisicase
when settlement happens. If you don’t do thishtbese will be subject to capital gains tax on arpta basis
for the rest of the time you own it. This means yeed to keep records of all expenses associatiedt or
the whole time you own it, to firstly avoid an ATide and secondly to minimise the effect of CGTouYcan
increase the cost base of the property by any asseciated with holding it (section 110-25(4))ydu
purchased it after 30August, 1991. These costs include light globésaning products, travel to the
hardware store, interest, rates, insurance, evagythust keep the record. Keep the receipts Her whole
period you owned the property as the way the foamubrks the expenses associated with you livingethe
can decrease the CGT for the period you did not.

If these expenses have already been claimadas deduction against rent received on the hitvene are
not permitted to increase the cost base.

Examples of the sort of circumstances thalt lvélcaught are when you purchase a property witttieg
tenants and let them finish their lease or when gi@uaway for work or a holiday and can’t get baxckhe
area the house is in immediately. In these cir¢antes you would be better off to delay settlemérite 6
years absent rule will not protect you until afteu have first lived in the house.

Using small business concessions on your home

In ID 2002/753 the ATO accepts that the portdd a house used in a business can be an actet als
the Interpretive Decision a company purchase 30% lmbuse with the remaining 70% of the house bging
the names of individuals who intend using it asrthmain residence except for 30% of the area whithbe
a place of business. In this decision the compaay looking to use the Rollover relief availabledenthe
small business concessions which require you tohase an active asset.

Apply this concept to a typical mum and dadtrpership, where the business is run from homeldcou
produce significant tax savings. If your home |lsoaa place of business you are not entitled torgxehe
business portion with your main residence exemptiDon't worry this doesn’t apply just because yake
work home, or give music lessons or do a bit ofybsikting. It is applicable when part of the houseset
aside for business purposes. So let's assume MurDad are running a tradesman’s partnership so the
office in the house and the shed out the back sed solely for business purposes and they repr8gémtof
the area. As a result they only get their maindezsce exemption on 70% of the capital gain madé¢hen
property, assuming all the time it was owned it waed at this ratio. The remaining 30% of the gain
subject to CGT but if it has been owned for moanth2 months there is the 50% CGT discount thehiss
an active asset another 50% discount applies saravelown to only 25% of the gain on the 30% used fo
business purposes, being taxable. They can thepseho use the retirement exemption or rolloekefrto
exempt the remaining 25% of 30% of the of the gearthe house from tax.

If they are over 55 the retirement exempticgans they get the money tax free. If they are us8eaising
the retirement exemption means they have to puinibieey into superannuation but it will not eventépeed
in the hands of the super fund. The retirementmgton can only be use to cover a maximum of $500,0
worth of capital gains in a life time.

To utilise rollover relief they need to buyiarprove another active asset for the businesbaovalue of
the remaining taxable gain. This could simply beesv vehicle for the business or just roll it owso the
new house if it is going to be used in the business



This active asset concession is part of tmalSBusiness CGT concessions so let’'s just cheleolatvis
necessary to qualify.
To qualify as a Small Business:

You and your associates need to have net ssamsets of less than $6million or have electester the
simplified tax system (referred to froni dJuly, 2007 onwards as small business entitiesyhwigquires your
turnover to be under $2million (net of GST). Nesimess assets in the above example would mearOghe
of the value of the house which is used for priyaigooses would not be included in the test. Opleesonal
assets such as superannuation are also ignored.

To qualify as an Active Asset:

The asset must have been used in the busioest least half the time it was owned or 7 % gear
whichever is the lesser. Note an active assebeanwned by an associate rather than the businésg and
still qualify.

Building a duplex with a friend

What are the CGT consequences of buying eemédand as tenants in common with a friend oncWhi
you build two homes under separate titles so youlave one each? PBR 30342 looks at a rather more
complex situation but answers this question qui#.w

Two relatives buy a house together as tenantsommon. Eventually they build two houses on the
property and subdivide the title so that they catependently own a house each. The catch is tl@ #€es
this as each relative transferring their sharehefdther’'s house. So they are each up for CGT emydm on
half the other’s house.

Life tenancy — Wills

The form of life tenancy covered in this ddits when the deceased leaves, through the operatitheir
will, a beneficiary (the life tenant) the right dacupy a property, owned by the deceased, untiifgnéenant
dies. When the life tenant dies the property maseeanother beneficiary or beneficiaries. Thisrkso
reasonably well if the life tenant is happy to spehe rest of his or her life in that particulaoperty but
creates real problems and huge tax consequenitesgé don’t go according to plan.

Warning, most of the following is based on TB02/D14 which is a draft ruling but we have beertivwg
over a year for the ATO to finalise it and 20 yepust to get to the draft stage so there seenhs ptiint in
waiting until we can be sure. But you should mmdtsolely on this information in fact you shouldo@pto the
ATO for a ruling before you act on any of the issdescussed below.

Example 2 in TR 2005/D14 covergypical situation where the life tenant lives in tle property until
they die. There are no CGT consequences for the exectitbe @state, the life tenant or the remainderman.
That is until the remainderman decides to selhihese after the life tenant has died.

TD 93/37 states that the remainderman is ddeéméave acquired the property at the date obtiginal
deceased’s death, not the date of the death dif¢hienant. This may mean people today are isfiériting
assets that are classed as pre 1985 assets bduvalie tenant lived for another 21 years. TD3¥3does
not say if there is a difference in the treatméthie will created a trust to provide the life tang rather than
a direct registering of the life tenancy on thiketit

Even when all goes according to plan the ragdexriman’s cost base varies depending on the legal
circumstances of the life tenancy. If the willssap a trust to hold the property the remaindershanst base
is the cost base at date of death (defined beloR).SA 2003/12 allows the transfer from a testamugnirust
to the ultimate beneficiary to be protected byakemption (rollover) in 128-10 that transfers oattledo not
create a capital gains tax event.

On the other hand giving the life tenant icti legal interest means that the cost base atalateath is
apportioned between the remainderman and theniérast. The life expectancy of the life tenamd #he
discounted cash flow of the rent during that pemeamlld contribute to the calculation of the lifensmt’s
share of the cost base. The cost base of theehnt dissolves on his or her death, even thduglfull rights
to the property now transfer to the remaindermaaortshe is still left with his or her original aptioned cost
base (TR 2005/D14 paragraph 137).



The cost base at date of deatls, if the property was a post1September, 1985 asset in the hands of
the deceased is the original deceased’s costs ethe property was the deceased’s home at dadeaih or
a house the original deceased purchased bef8t&agtember, 1985 then the cost base at date df etite
market value at date of death.

Now what if the life tenant decides they wbpkefer to live somewhere else, for example trop@rty
may become too hard to manage or he or she maytheezktra care provided in retirement villagdhey
may decide to sell the home and buy something moseitable or the life tenant may simply say you can
have it now. Either way the life tenant will have to give b or her interest in that home, probably for no
consideration. This is where the capital gainsnightmare begins.

TD 93/37 does not address the situation whereifinéeinant moves out and | doubt that in the cdsbe
life tenancy being held in a trust that the remamuhn would be considered to have acquired theeptyppt
date of death if they received the property betbeelife tenant died. But if the will created aelifenancy
direct onto the title of the property the date tBmainderman acquired that property would be the da
death of the original deceased but if they end uih the property before the life tenant dies theyé
acquired a second asset (at market value) at tedltalife tenant gave them all rights to the proyp

TR 2005/D14 states that in the case of atéifeancy that exists because the will createdst trver the
property, then, if the property is actually tramedd to the remainderman, before the life tenaes,dihis is
not a transfer under the will so no CGT rolloveplégs. This means that the trust has to pay CGthen
difference between the cost base at date of ddathhplding costs etc and the market value atithe bf
transfer. Paragraph 56 of TR 2005/D14 confirmg tha trust created by the will to hold the propad
entitled to an exemption from CGT under section-128 for the period of time the property is thedeace
of the life tenant, if before the original decedsedkath it was his or her home or if the origidaceased
purchased the home pre™September, 1985.

The remainderman will receive the properithva market value at time of transfer as his ardost base.
But the trap is that the life tenant and remainderrare also disposing of their interests in thettrun the
case of the life tenant he or she is deemed to tenaved market value for surrendering the righlivte in
the house (section 104-80) with zero cost basdi¢set12-20). The remainderman would also techlyica
make a gain or loss under section 104-85 on timodad of his or her future right to the house loutunately
this gain is ignored.

If the will did not create a trust but simggve the life tenant and remainderman their legaftest on the
title deed then a sale of the property before tetdof the life tenant is a disposal of thesellegarest. The
estate is no longer involved, it is just a normapdsal of an interest in the property. The |daant and
remainderman get the deceased’s cost base at Odeath but have to apportion it between them. The
primary factors being the value of the life tenabage on the life expectancy of the life tenant éwedrental
income potential.

Now, what if the life tenant simply says lob#on’t want to live here anymore let the remaimdan have
the house? The life tenant is deemed to have skspof his or her interest at the market valuee Miarket
value would be calculated considering the discalitesh flow of the rent value of the house andlifee
expectancy of the life tenant.

If the property subject to the life tenancyéd in a trust created by the will then the téaant’s only cost
base would be any legal costs incurred in sortimgtlee mess. So for the life tenant under a ttosgjve up
their right they would somehow have to come up Wl money to pay quite a large capital gains ilix b
Enough to make you hope no one ever makes yow delifant, though if you act quickly after you beeom
aware you have inherited a life tenancy you caalais it with no CGT consequences.

If, on the other hand the life tenancy is uraevill but no trust is set up then the tenancseistered on
the title and it is a legal interest. This medmat the estate actually transferred an asset tof¢henant so
that tenant is entitled to a cost base being thkkehaalue of the life tenancy. Given that ondha factors
determining the market value is the life expectanicthe tenant the market value should decreasetoue
accordingly, this should only create a capital kesghe life tenant.

If you find yourself in the positiori a life tenant or remainderman you can act quickigd dissolve
the problems. If the life tenant and remaindermvant to change the way the will, will be executed do so
right from the start no CGT events take place.eé&iVely theydisclaim their interest. If the life tenant does
this the remainderman receives the property asraaldeneficiary. If the remainderman disclaims dn her
interest the residuary beneficiaries become theamaermen. If the life tenancy goes along normatfter



that, the executor or beneficiaries’ (if transfdria specie) cost base is the deceased’s costdiadmte of
death, explained above.

Note all of the above only refers to life teoies created by a will. Afe tenancy created outside a will
is treated completely differently. From the stdré creation of the life tenancy triggers a CGTnévat
market value if the giver is still alive.

Conclusion:

Avoid life tenancies if at all possible. Iife life tenant has a long life expectancy or cleall not be able
to continue to live in the home it may be bettesitaply bequeath them the home, first telling thiat you
would like them to leave it to the person you imted to be the remainderman. You have to weigtegally
protecting the remainderman’s interest comparecdestricting the life tenant’'s accommodation choioes
lining the ATO coffers.

Please remember this is all based on a duéifig, | have some concerns about the rulings ghou
process, the limit of the issues considered andctimelusions it draws. Even if the ruling provesbe a
correct interpretation of the legislation, this nregt have been what the government originally idésh So
parliament may even change the law to sort ouirtbguities. This is a very difficult situation which to
prepare a will that will have effect many yeardhe future. It is ridiculous that, 21 years aftapital gains
tax was introduced, we still do not know with carta how life tenancies will be treated. Not tliais the
ATO'’s or government’s problem because they havg gkaverly introduced self assessment. This mézats
it is up to the individual taxpayer to interpreetlaw and prepare their returns correctly. Anyplfebm the
ATO in this regard is a privilege not a right arehoot be relied on to protect you should they chahgir
minds later when it is too late to change your.will

It's NEVER safe to dispose of records

In March the ATO released TD 2007/2, stathmgj in the case of carried forward losses recoedsl to be
kept for a lot longer than the record retentionqueprescribed under income tax law. This apphbdether
the losses are from normal income or capital imir@at This may surprise property investors who haareied
forward capital losses and businesses with cafoeudard revenue losses.

Losses are included in the income tax retarritfe year they are incurred and carried forwantil offset.
In the case of business losses it may not be lefgrd the losses are offset but capital lossesineduture
capital gains to be offset so this may take quikeng time. TD 2007/2 states that records musgtdpme until
the expiry of the review period (up to 4 yearshirthe last tax return when the losses are fullydiesd and
even then it warns that “where a formal disputseaiin relation to a loss a taxpayer should retgvant
records until any objection or appeal in relatioratloss has been finally determined”. The rutyogs on to
point out that the ATO has the power to go beydmtime limits, make a new assessment and putrithe o
of proof back on to the taxpayer to prove the asrest is excessive. So the real advice is youneasr be
safe. Ignore what you read in Taxpack, about aegding to keep records for 5 years, you can’t oaelyhat
or any other statement by the ATO because, thaguays: Taxpayers should have regard to their own
particular circumstances in making any decisiontiweor not to retain documents for longer periods.

No this is not an April Fool's Joke.

Holding shares in joint names

A recent AAT case, Johnson v FC of T AATA 132&phasises the need to consider the capital tgmins
consequences of every transaction you enter itdhe Johnson case the mother and grandfathesdraé
CSR shares which they decided to gift to her twmossim 1993. This was done by putting both the ®oy’
names on the whole share holding. In 2003 thehbretdecided they wanted to own their own individua
parcel of shares so they put half in each bothediidual name.

For CGT purposes each brother had disposédlbhis share holding to the other brother and G@BE
payable. A considerable tax bill just for re agig the names. If the mother and grandfathersivagly put
half the shares in one brother's name and hal§tiaees in the others none of this would have hagihen



This case would not apply to shares ownettlppoby a husband and wife who decide to sepanadesalit
the shares, because they would qualify for rollrosedief. But any other joint shareholding shoudd
avoided.

Holding an investment in trust for a minor

Children under 18 cannot hold property or arstportfolio in their own name. Accordingly, pat® or
grandparents wanting to set up a nest egg forld bhave to put the investment in their own nambeathan
the child’'s. The ATO accepts that providing thedstment is always treated as the child’s and never
“borrowed” from by the parent, that the child cantbxed on the investment’s earnings. This isah@ays a
good thing as children with taxable income gretttan $1,667 will pay 66% tax on their passive ineom

Recently a Grandparent advised a fund marthgerhis grandchild had now turned 18 so the imvest
could now be held in the child’'s name. The funchager was quite adamant that this triggered a aapit
gains tax event and the Grandfather would haveayoQiGT on the change of ownership. This is notembr
because the ownership has not changed at all. GTaedfather merely held the investment as trusieais
Grandson because his Grandson was under a legddiliis The investment always belonged to the
Grandson, it was a bare trust, his Grandson waswgbly/ entitled to the investment at any time. foCGT
event happens when the name on the investment ebdregause there is no change of ownership.

The relevant section number is 106-50 of 9@71ITAA. Unfortunately this section is not vergar but
if you look at the way it is interpreted in ID 20884 it becomes clear that when an asset is hétydor the
benefit of another and later the name is changleatioother's name no CGT event takes place.

Cover your rental with your main residence exemptio

Section 110-25 (4) allows you to include ie ttost base of an asset all the costs of ownetkshtpghave
not been claimed as a tax deduction. This canerdiragn travel to the hardware store, cleaning nelier
lawn mowing, light globes and of course interestes and insurance. Most of these items cannasée to
increase the cost base on a rental property bet¢hegeave already been claimed as a tax deductrau
are more likely to spend money on the home youifiibat will not necessarily increase its value.

Section 118-145 allows you to cover a homgaas main residence for up to 6 years after yowenaut.
You can then move back in again and cover it fatlaer 6 years. This does not in anyway preventfyam
claiming a tax deduction for all the rental expense

Another incentive is that you are more likiysell a rental than your own home so it is gpitesible any
capital gains left after you have attacked it vdiligent record keeping may never be realised ryide time
anyway. When you die as long as the place wasidemnesl your home at your date of death (a choiae yo
heirs can make after the event) your heirs inhieat its market value at your date of death wilhGGT
exposure forgiven.

Large partnerships

From the T July, 2007 partners in large partnerships are nmucte likely to qualify for the small business
CGT concessions. These can reduce the capitabgdime sale of your business to zero.

There are two tests, either of which will getithrough the gate. The first test is electingtifier simplified
tax system (now small business entity) which meaaespartnership would have to have a turnover &g le
than $2million, which is unlikely. The other téstnet business asses of less than $6million. Bdarge
partnership may well have more than $6million ih &&sets but if the individual partner owns lessth0%
of the partnership then only his or her sharekenanto account.

Now your spouses business does not affect yours

There are two tests to qualify for the Brbasiness capital gains tax concessions. Passthgr of
them will do and it could mean the gain on the sélgour business is completely tax free.

One of the test is that your businessébtasted for the simplified tax system (small busgentity) in
order to do this the turnover must be less thanili@m If you don’t meet that criteria you mayilstjualify



if your net business assets are less than $6mifladlars. Up until 38 June, 2007 your spouse’s net business
assets were included in this test. This is nodoitige case if their business is not connected yathrs

What is the market value for CGT purposes

Regular readers will be aware that there ianes that Capital Gains Tax legislation requires ¢bst base
or value of a transfer to be the market value. AR® fact sheet on transferring property to famalyd
friends states that you can obtain the market valweeproperty by:

1) Obtaining a valuation from a professional valwer,
2) Work out the market value yourself using reasonatiljective and supportable data — such as the
price paid for very similar property that was satdhe same time in the same location.

As you can see this does not mention a reatedstvaluation. Though the ATO’s opinion here sloet
have legislation to back it up why rock the boaewlyou don’'t have to? To save yourself a valuiegsyou
may prefer to ask a Real Estate Agent for theiniopi but make sure they give you a list of sales to
substantiate their opinion.

CGT on the Sale of a Business

Concessions are permitted regarding capitalsgaade on assets that are not plant and equipnvaste
the business qualifies as a small business entitigiuthe Simplified Tax System (ST&) the Net business
assets of the business and associates are leskamaitiion.

The only requirement a business needs to toestter the STS is to have a turnover (totalsyadé less
than $2million.

The $6 million net business asset test doegolude your spouse’s business assets if yosinbases are
not related. If an individual partner in the besia owns less than 40% of the partnership thentoslgr her
share of the net partnership assets is taken aumuat when calculating the $6 million.

How the Small Business CGT Concessions work:

a) The 50% capital gains discount - only half of th&ngis included in your taxable income. This
concession is not available if the asset is owned bompany. You must have held the asset foemor
than 12 months for this to qualify

b) The 15 year ownership exemption. This requirestgduave held the asset for more than 15 yeare. Th
asset must be an active asset. You need to sHiesigontrolling individual test if the asset isrd by
a company or trust. The taxpayer or the contmglindividual, if a company or trust, must also e
55 and retire or permanently incapacitated.

c) Retirement exemption — can only apply to an acis®et and the taxpayer or controlling individuasmu
be over 55 and retire or put the funds into a siysed where they will not be taxed on entry or exi
taxpayer can only process $500,000 worth of cagitéhs this way in their life time. This does not
require the asset to have been held for more tBandnths

d) 50% discount for active business assets — canappyy to an active asset. This does not requiee th
asset to have been held for more than 12 months.

e) Rollover relief where an active asset can be spttlanother active asset purchased or improvedmwithi
two years or in the previous year. This doesraquire the asset to have been held for more tBan 1
months. From 1-7-07 if you don’'t spend the rolloyeu declare it as income or use the retirement
exemption in the year the 2 years expires. PréDTI-you had to go back 2 years and amend

Note b) to e) from 1-7-07 require your net assets those of your associates to be less than $&mihe
business to be a small business entity. Mone tme of the above can be used if you qualifyis hot that
difficult to meet the retirement condition but Ifat is the case you would not be looking to userdiever
relief. You can use the 50% capital gain discdagether with the 50% active asset discount to paly tax
on only 25% of the gain. For example:



Gain of $100,000

Less 50% CGT Disc 50,000
50,000
Less 50% Active Asset Disc 25,000
25,000
Purchase A New Active Asset 25,000
Amount subject to CGT 0

An asset is not an active asset if it is hettaty for the purpose of earning rental incomeoniril-7-07 to
qualify as an active asset it must be used in inbss, the business can be one owned by an afikaid it
must be active for at least half the time it wased or 7 Y2 years whichever is the least.

There are problems if the asset is held iompany. Firstly the 50% capital gain discountas available.
The controlling individual test cannot be met innyacircumstances so the 15 year ownership or the
retirement exemption may not be available. Théevacsset discount stays within the company. i yy
and get the money out of the company (without pgttt into a superannuation fund note possible lzape
limit problems) every dollar you receive, includitite dollars that the company did not have to p&ydn
because of the discount will be fully taxable ativédend in your hands. Using the rollover relbvisions
is only useful if you are buying another businesd # will force you to continue to use the compauy
continuing the problem next time you sell.

Changes in the 2007 budget now mean that tteerde up to 8 controlling individuals in any mess.

Property Expo update

The highlight of the expo for Julia was s&vbne visitor to the Australian Property Investtagazine
stand at least $250,000 in tax in 10 minutes!

The taxpayer was 79 years old owned a hplidaise he purchased in 1987 that had increasealue
by over a million dollars. He realised that he hatsed the opportunity to put the capital gairoint
superannuation now that he was over 75 but wasecned about leaving his children a large CGT bAl& he
had the opportunity to offset some of the gainhoeight maybe he should sell it now.

Even if he was under 75 putting the moneyg Buperannuation would have meant 15% tax goiranah
16.5% tax coming out to his children. The 16.5%ldde avoided by taking it out of superannuatiefole
his death but then he would have had to invesitigide of super and pay tax on its earnings.

If he continued to own the property he cowde his cake and eat it too. He still got to tireeholiday
home and he estimated it could go up another milliovalue before he died. With a bit of plannhegcould
also avoid his children having to pay any tax atlhfortunately, the holiday house was purchasefbre
20" August, 1991 so he could not increase the cost baghe costs of owning the property. The taxpaye
also had a main residence that he wanted to privteat CGT for his children as well. Fortunatelytmain
residence was purchased aftef 2ugust, 1991.

The solution was to move into the holiday $®and establish his main residence there. Thahibat
his children could elect which property was his meagsidence at date of death. Heirs inherit a akams
main residence at the market value at date of degfrdless of any CGT liability the deceased meyeh
This means they will receive the holiday housellptax free if they sell it within 2 years of hdying. His
original home will have a small amount of CGT bhtproperty qualifies to increase the cost basallbthe
costs of living there and best of all for most loé fperiod of ownership it will be exempt from CGS the
main residence of the deceased. The way the farmvalks is, the holding costs reduce the CGT amd th
only the percentage of the whole time of ownershat it was not actually the deceased’s residenepplied
to the gain to calculate the taxable amount.

The API stand had a panel of experts argkttimes a day they held an API interactive whgch bit like
speed dating. There were 5 experts and visitotsastand got to spend 5 minutes asking questibeach
one. At the end of each five minute section a tdislew and they had to immediately move ontortbgt
expert. Rather hectic for the experts but it dédphthe event to remain light hearted and inform&@here
were plenty of other times during the day thatéRperts could be spoken to for much longer. ARI be
hosting a stand at the Brisbane Property Expo pteédaber and Melbourne in October.



CGT rollover relief when building a strata plan

If you build a duplex or block of units withkausiness partner you will effectively own all theoperties
together under the same legal title as you didbtigenal land. This can create a CGT nightmargoifi want
to own your units individually.

For example you and a friend find a nice blo€kand that is far too expensive for either of ydBut it is
large enough to be approved by Council for a duplexelopment. So you agree to buy the land togethe
build a duplex and then take one each. The trosbbece the duplex is built you will still techalty own
half of each other’s unit just as you had owned b&khe land and if you simply subdivided the lasald
changed the title to sole ownership you would &@e@aCGT event in that you would be deemed to haik s
each other at market value half of their unit. t&® other hand if you split the duplex under atatgan you
would be entitled to use the rollover relief aviaitaunder section 118-42 so that no CGT would hyalple.
Section 118-42 does not discuss these particuleurastances in fact it is very basic, as follows; |

a) You own land on which there is a building and

b) You subdivide the building into stratum units and

c) You transfer each unit to the entity who had tgbtrto occupy it just before the subdivision
A capital gain or capital loss you make from transhg the unit is disregarded.

To your advantage is the fact PBR 17485 spmdifi discusses duplex and claims that section42l8an
be used in these circumstances.

Note that PBRs are not binding on the ATGOfsgou want to be sure you should apply for yournow
ruling quoting PBR 17485

CGT Cap Amount

Readers are probably aware that they canammtribute $150,000 per year into super as an urcdded
contribution (ie a contribution they or their emy#o have not claimed a tax deduction for), thouggré is a
concession that $450,000 can be contributed imat yeviding nothing is contributed for the nextears.
This $150,000 limit does not apply to CGT concasai@mounts. That is the 15 year CGT exemption and
the retirement exemption amounts. These amoueatsarfree to the business owner and are not texin
hands of the super fund. The retirement exemgsidimited to $500,000 in a life time. The totahaunt of
CGT concessional amounts that can be exemptedfantane has just been increased, for 2008/09 to
$1,045,000. This means with careful planning yould transfer another $545,000 into super via thgear
concession on top of the $500,000 allowed underdtiement exemption. The 15 year exemption appb
assets that have been active in a business andldam&5 years or more.

To maximize this strategy it is important thae 15 year exemption is used whenever poss®étainly
the law requires the 15 year exemption to be uatiekr than any other exemption whenever it is apple.
What we are suggesting is if the 15 years is ggttlose don'’t think it doesn’t matter | will usesthetirement
exemption instead. It may be worth waiting toiedilthe 15 years as you may need to use the $3D0,00
exemption later. Note the $500,000 life time etient exemption limit is not indexed each yeartbet
$1,045,000 total life time CGT concession for dégds super is so the amount you can transfersofer
from the 15 year exemption will continue to grow. Another tactic, if you are not required to the CGT
concessional amount into super, is take $150,000asfa tax free payment and then contribute $ugoer
fund as a normal undeducted contribution, usinghapyears threshold without affecting your lifiené
limits. You can even take this one step furthat eall forward your undeducted contribution lintiet
following two years as discussed above.

Note if an active asset in a business is (@& @ also qualifies to be put into a super fundwut
affecting the $150,000 annual cap but will coumtaads the $1,045,000 life time cap.

This is a complex issue that needs professiaete, the main point for readers to considéhnas electing
to put a capital gain that was exempted under Bhgedr or retirement exemption into a super fuadsed as
that is a last resort if you have already usedayr ynnual $150,000 undeducted limit because itaffict
your life time limit. Though in most cases you ik forced to deposit as a CGT concessional dmuttan
to qualify for the CGT concession in the first @ator example if you want to use the retiremermnegtion
and you are under 55 years of age. And considerdogou sell whether it may be worth holding ot the
15 years.
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Holding an Investment in Trust for a Minor

Children under 18 cannot hold property or arstportfolio in their own name. Accordingly, pat® or
grandparents wanting to set up a nest egg forld bhave to put the investment in their own nambeathan
the child’'s. The ATO accepts that providing thedstment is always treated as the child’s and never
“borrowed” from by the parent, that the child cantbxed on the investment’s earnings. This isaheays a
good thing as children with taxable income gretitan $1,667 will pay 66% tax on their passive ineom

Recently a Grandparent advised a fund marthgerhis grandchild had now turned 18 so the imvest
could now be held in the child’'s name. The funchager was quite adamant that this triggered a alapit
gains tax event and the Grandfather would haveayoGiGT on the change of ownership. This is notewmbr
because the ownership has not changed at all. GFawedfather merely held the investment as trusieéis
Grandson because his Grandson was under a legddiliis The investment always belonged to the
Grandson, it was a bare trust, his Grandson waswbly entitled to the investment at any time. ieoCGT
event happens when the name on the investment ebdregause there is no change of ownership.

The relevant section number is 106-50 of 9@71ITAA. Unfortunately this section is not vergar but
if you look at the way it is interpreted in ID 20884 it becomes clear that when an asset is hétydor the
benefit of another and later the name is changleatioother's name no CGT event takes place.

What is the Market Value for CGT Purposes

Regular readers will be aware that thereiared that Capital Gains Tax legislation requirescbst base
or value of a transfer to be the market value. AM® fact sheet on transferring property to fanahd
friends states that you can obtain the market vad@eproperty by:

3) Obtaining a valuation from a professional valwer,

4) Work out the market value yourself using reasonablgctive and supportable data — such as the

price paid for very similar property that was satdhe same time in the same location.

As you can see this does not mention a reatesstvaluation. Though the ATO’s opinion heresloet
have legislation to back it up why rock the boaewlyou don’t have to? To save yourself a valukeesyou
may prefer to ask a Real Estate Agent for theiniopi but make sure they give you a list of sales to
substantiate their opinion.

CGT Rollover Relief When Building a Strata Plan

If you build a duplex or block of units withbaisiness partner you will effectively own all th@perties
together under the same legal title as you didtiggnal land. This can create a CGT nightmarngoifi want
to own your units individually.

For example you and a friend find a nice blotkand that is far too expensive for either of ydut it is
large enough to be approved by Council for a dudexelopment. So you agree to buy the land togethe
build a duplex and then take one each. The trasldace the duplex is built you will still techaity own
half of each other’s unit just as you had owned tiaihe land and if you simply subdivided the laamt
changed the title to sole ownership you would @@CGT event in that you would be deemed to halee s
each other at market value half of their unit. t&@ other hand if you split the duplex under atatpdan you
would be entitled to use the rollover relief aviaitaunder section 118-42 so that no CGT would hyalple.

Section 118-42 does not discuss these pkaticiicumstances in fact it is very basic, asoies: If:

a) You own land on which there is a building and

b) You subdivide the building into stratum units and

c) You transfer each unit to the entity who had tgbtrto occupy it just before the subdivision
A capital gain or capital loss you make from transhg the unit is disregarded.

To your advantage is the fact PBR 17485 sjpadly discusses duplex and claims that sectionrd42.8an
be used in these circumstances.
Note that PBRs are not binding on the ATOf you want to be sure you should apply for youmow
ruling quoting PBR 17485



To Claim The Home As A Place of Business Or Not?

Whether your home is a place of business isestipn of fact based on a balance of considemganh as
do you see the public there, is it clearly ideabfe as a place of business ie signage and arsetrapart from
the home for business purposes. Simply choositakework home rather than do it at your normatelof
business will not change the nature of your honfieefo a place of business.

If your home office does not fit the desdoptof a place of business but you do do some wugke in a
room separate from the rest of the family, then gaustill entitled to claim the additional runniogsts such
as electricity, computer, phone, internet use aednand tear on the room. But you cannot claim the
occupancy costs, that is costs, that would be reduvhether you used the home in the businesstpsmch
as interest and rates.

On the other side of the coin if your homalso a place of business then it cannot be fuilyeced by
your main residence exemption so there maybe sd@et@ pay on the sale. The worse thing about this
outcome is the record keeping requirement rathaer the tax. You will need to keep a record of gwarst
associated with the house, plants, light globesgréhg materials, lawn mower fuel. But the CGUinskely
to be of any significance if you are entitled tdisg the small business concessions. You sepdheof your
home that is used in a business would be consideredtive asset if it has been used in the busiioest
least half the time you own it or 7 % years, whiadrds the shortest period of time. As an acéisset you
would be entitled to an additional 50% CGT discoamtop of the standard CGT discount leaving 0a%62
of the percentage of the gain on the house ataiidatto the business use. This remaining 25% aapui
straight in your pocket tax free if you are oven/g@ars of age and have not utilised the retireragrainption
in relation to more than $500,000 worth of capifains. If you are under 55 the $500,000 limit siilplies
but you must put the proceeds into a superannufiiah this contribution is not taxable in the hawd the
super fund. If this does not suit you could chawsmll the 25% into another active asset, whichld be the
office in your new home.

Don't try to avoid exposing your home to C&ynot claiming a deduction for interest etc. t fualifies
as a place of business CGT will apply whether ylaintthe expenses or not. Another trap is if trapprty
has never produced income before (ie been rent@dh@in when you first start to use it partly farsiness
the cost base for the whole property is resetéatarket value at that time. Not good in the qurpgoperty
slump.

Note the CGT consequences above only appiheibwner of the home uses it to produce incomd, s
your trust or company runs a business from thesdlinot trigger the CGT problems providing you dot
charge the company or trust rent and do not ctaioupancy costs such as interest and rates stitliek for
the company or trust to claim for the phone, eieityretc.

Best Question of the Property Expo

No it is not the easiest question but thetbaé made me think outside the square, a bit diadlenge.
This one goes to the person who owned a propesgtyittiend to subdivide, keeping the current honsact
on a smaller block.

The property is owned in the name of a traghaximise the tax benefits when distributing thafis
from the subdivision. The trouble is they have swinto the original house. As the property ith@ name
of the trust it cannot qualify for their main resicte exemption and once the development is finigheil
realise a considerable capital gain on the cost ledsafter apportioning the original cost baseoagst all the
subdivided blocks.

So the problem is how to transfer their masidence exemption to the original house now whikestill
owned by the trust. A CGT event Bl is the ansvigt.states that if there is a contract betweenparties
that the property will eventually transfer to thecopant at some future date then the CGT evergdameéd to
have happened at the date of entering into thaeagent so the purchaser’s main residence exemgiobe
covering the property from the date of the agredmegher than the date of settlement, which wilhingch
later when the blocks are subdivided.



Hobby farms best not to be a hobby

If your home is on a property larger than Seadhen you will be subject to CGT on part of thke ®f that
property. If you keep the property for more th&wnionths you will qualify for the 50% CGT discoumuit it
is the other end of the scale that is a probleninadif you keep the property for 30 or 40 yearddisT
sleeping CGT liability cannot even be solved byndyon the property because the concessions for the
deceased’s home still only cover an area up taésac

The trick here is to operate a business fimerproperty so that the area over the 5 acresastare asset
for CGT purposes. As an active asset you ared@tid at least another 50% CGT discount and the
remaining 25% can usually be received tax freediggithe retirement exemption.

This means instead of striving to keep ampime producing activities on the property as a abthat
they are not exposed to income tax you should gdadl you can to reach the status of a businéfsgou
can do this for 7 ¥z years or half the time you diproperty, whichever is the shortest period, wadl
qualify for the active asset concessions provigiogr business assets are less than $6 millioneobtisiness
Is considered a small business.

Mirror (Clone) Trusts No More

Mirror or Cloned trusts could be used to tfansssets from one trust to another without a @&8@nt
being triggered. Though, in reality this was vdirificult to do because the ATO were taking a vetsct
interpretation of the law. As of the end of O&@bB008 this concession has been removed.

When Your Rental is Destroyed

Here are a few facts to help you make the setlouild decision. First you need to split thetdoase of the
property between the house and land underneatis. iSTlone by the following formula:

Opting to sell the property — You will simply pay CGT on the difference betwebe cost base of the house
and the insurance proceed and as a separate C@Gilteedaifference between the cost base of the land
including selling costs and the selling price. &arif you think the land will result in a capitiss you will
only be able to offset it against a capital gaonfrthe house if you sell the land before you rexéne
insurance proceeds or at least in the same finlayeza as you receive the insurance proceed$ielptoperty
was covered by your main residence exemption ghisa only time you can sell vacant land and gtilllify

for the exemption.

Rebuilding — This is quiet a complex issue if you receive efoom the insurance company than it costs you
to rebuild because you may have to recognise aat@aiin. But if the insurance company rebuildsyiou or
the cost of rebuilding is the same or more tharrtkerance proceeds then you can utilise rolloghefrto
avoid any CGT on the difference between your odabaost base and the amount you received from the
insurance company. Note if the insurance procaeglfess than your cost base you have to includgisal
loss in the tax return of the year you receiveitiserance proceeds. Don’t move into the new bugdis
your home because you will lose the rollover rdhiéfis not used as a rental for a reasonablepeaafter the
rebuild (TD 2000/44). The cost to rebuild (exchglplant and equipment) less any capital gain youlav
have made on the insurance proceeds if not forallever plus the cost base of the land as caledlabove
is your new first element cost base for the progpeBut if the insurance company simply replaceshbuse
then your cost base stays as it always was.

Building Depreciation - Any unclaimed building depreciation must fipgt offset against the insurance
proceeds. If there is any depreciation remainirmgm be written off in full in the year the insnca money is
received. If the insurance recovery exceeds tistaimed building depreciation there is no effectlom tax
return. Building depreciation at 2.5% of the cofsthe new building can begin to be claimed in y@ax
return once the property becomes available for. rent
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Plant and Equipment— Plant and equipment is not included in the C@l€uation. This will be discussed
in detail in the next edition of Newsflash. Thetpm of the insurance proceeds to cover thisdated as the
amount you received for the sale of the plant andpment but if you decide to rebuild you can géli
rollover relief to ignore any profit made but yowsth continue to claim depreciation with your cutremitten
down values rather than the value of the new egeigmEven though you are using the old written mlow
values the acquisition date is that of the newm@mgent so the depreciation rate may change, for pkathe
new diminishing value rate of 200% of the primesrat

Pre 85 Properties— Provided the replacement house costs no more 1B@% of the market value of the
original house or it is substantially the samehesdriginal then it will continue to be considefece 85 yet
you can now claim building depreciation.

Travel to find a Rental Property

When section 110-25(4) was modified to incltite capital costs of ownership it was considehad this
category could include the cost to inspect a ptydefore purchase. The question was whetherdbehad
been incurred at a point too soon to be considamukt relating to the property. This particulagla has not
directly been address but it is noted that the ZTHATO Capital Gains Tax guide states that theefraosts
incurred to find a property do not come within afyhe five elements of the cost base. Sectior25(@) is
number 3 in these elements. So we can concludéhin@TO doesn’t think they can be included bt th
matter has not been decided by the courts.

Depreciation and a Property’s Cost Base

Division 43 depreciation is for building costghere as, division 40 covers depreciation ontail
equipment such as carpet, curtains, hot watermsgséad stoves.

If a property is purchased aftef™@ay, 1997 then any division 43 building depredatclaimable during
the period of ownership must reduce the cost baRas is not too bad if you keep the propertyl@rger
than 12 months because the add back is only goibg taxed at half your marginal rate due to tHé SIGT
discount where as the depreciation will be fullgdetible at your highest marginal rate for eachryea

Division 40 depreciation is a completely difiet issue. The assets depreciated under divi€lare not
subject to CGT and considered separate from theeptyand are subject to normal income tax not CGd.
when you include the original purchase price offihagperty in the CGT calculation it must be firstluced
by the value that you have attributed to plant@magipment in the depreciation schedule. For exanfipour
quantity surveyors report or your estimated vakigws that the plant and equipment is valued a08B0
and you paid $450,000 for the property then youardy include $400,000 of the original purchase@iin
the cost base of your CGT calculation. The $5000fh of plant and equipment is dealt with sepeyat
By the same token when you sell the property thangeprice is reduced by the value of the pland an
equipment included in the sale.

If you do not know the market value of thetor of the selling price that is attributed to theision 40
assets then you can assume that their value gathe as their written down value in your depreimati
schedule if you have used the ATO depreciatiorsraléhis means that there is nothing taxable orsahe of
the plant and equipment and the net effect ohadlis that the cost base is reduced by the anafuditvision
40 depreciation claimed during the period of owhgrs This is because the original purchase prias w
reduced by the value of the plant and equipmetiteatime of purchase and the selling price is reduxy the
value of this plant and equipment not yet depredafThe difference has to be the depreciatiomadi

Now if you buy additional plant and equipmenteplace existing stuff this is all dealt witiraugh the
depreciation schedule.

Note if the property has at anytime not beseduo produce rental income then some of the obsts
division 40 plant and equipment will be includedie cost base.
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GST and Transferring Property to a Partnership

GSTR 2009/1 deals with the GST consequenceamgferring a property into a business partnprehi
transferring it out. Examples of this would beraup of neighbours coming together to develop thkicks
into units or a warehouse owner joining with othara business venture that will use the warehasgsa
place of business. Note it is not automatic thatgroperty is transferred into the partnerships &ll up to
the wording of the partnership agreement. Partrensown property used in the partnership with@virig
to transfer it into a partnership. In fact at lawartnership cannot own property anyway and itlveimply
be held in trust for the partners by whoever ishendeed.

The trouble starts because GST unlike otles Iconsiders a partnership to be a separatedatjgl from
its partners. This means that the transfer ofgmgpn or out of a partnership can be a supply thaubject
to GST if the transferer is registered or requicetie registered for GST. If the property wasussd in an
enterprise, ie. was your home or was solely usedhfut tax purposes such as a domestic rental@&h
will not apply to the transfer to the partnershiyor will it apply if the transferer is not registel for GST
and the property is not considered part of the mbbusiness turnover of the owner. So in mostg;ake
transfer to the partnership will not be subjedG®T, so later when the partnership sells the ptgperunits
developed on the property the margin scheme carsée to calculate the GST payable. This will miban
GST will only apply to the difference between tharket value at the time of the transfer to thenmaship
and the selling price by the partnership. Appaontient of the market value of the land over eachwaould
be necessary in the case of a unit development.

The owner of the warehouse may already tistexed for GST because he or she is charging @omah
rent. So if the warehouse is transferred to thinpeship, GST will have to be charged but the nimarg
scheme can be used on this end of the transattioa warehouse owner did not receive an inputitveagen
he or she purchased the warehouse. If the machemse is used then the partnership will not bedledtio
claim the GST back as an input credit but can hisertargin scheme when it sells the property. @rother
hand if the margin scheme is not used when th@@attansfers the property to the partnership, the
partnership will have to remit 1/£Df the full selling price to the ATO as GST ifiter sells the warehouse
as it will not qualify to use the margin scheme ibwtould have been entitled to claim the GST ingnetdit
on the transfer from the partner. The outcommaush better if the margin scheme is used all thg wa
through as this means GST is never payable onrigmal cost of the property to the owner but i th
warehouse is going to be held for a long time tn@rship may prefer not to use the margin scheorthat
it can get all the GST back on the transfer and'yabout the GST on the sale if and when it happens

Now if on the dissolution of the partnershipartner chooses to take the property back tlakssa
supply to which GST could apply at the market value

Note to use the margin scheme there musiir#ten agreement between the parties beforertimster.

Demolishing a House

PBR 72756 states that if you demolish a htliseost base is not reduced because of the ldks bbuse
and can be increased by the demolition costst b&uaware that if you sell the vacant land you mot be
entitled to use the main residence exemption néeemhow long you have lived there. The main rastge
exemption requires a dwelling to be sold with t@wed but this can be a caravan. The only excepdidime
dwelling rule is when the dwelling has been accidiéndestroyed.

Ownership Interest for CGT Purposes

Most CGT provisions regarding houses and fafel to ownership interest or ownership periodhisis
generally settlement date to settlement date utihesgurchaser moves into the property beforeeseéit.
Most readers would be aware that the CGT everdrisidered to have happened when the contractnsaig
So it is not surprising that some people thinkdiaership period is from contract to contract. Bt rules
about when a CGT event is considered to have happeged to be considered in isolation and not caufu
with the ownership period. Sections 118-125, 138; 104-5 and 104-10(3) cover this issue.

For a detailed technical discussion of th&ie refer the seminar section of our web site whias a new
area that will publish research undertaken fortmaining seminars or as a result of questions aakduese



seminars. These seminars are directed at accasiisiathe detail of the research would be too teahfor
this newsletter.

Trap Resetting Your Cost Base

You maybe considering building a new home @mting out the old one but wanting the new onlegto
covered by the main residence exemption right filoetime you purchase the land. This can be dgne b
using the 4 year rule to back date your main residexemption providing the new property is youirma
residence for at least 3 months after it is consplet

The trap is if you are going to keep your latone as a rental and are thinking that you wildbke to reset
its cost base to the market value when you finst iteout, you are wrong. To qualify for the resale the
property needs to have been covered by your maiderece exemption 100% of the period from the tyme
purchased it to the time it is first rented outs you will be transferring your main residence eggan to the
new property before you rent out the old you widt qualify for the reset rule. The 6 months overale
will not help you either because the 6 months loatks for the date of sale of the old home anddgott
intend selling it.

Saving Tax on Your Investment Property — The Book

“Every investment property tax-related question’yewever wondered about is answered here and
— perhaps more importantly — the ones you didnkho ask but should have! For property
investors who want to refine their strategy for maxm gain, this resourceful handbook will make
a great constant companion.” Eynas Brodie, Editor, Australian Property Ineesnagazine.

Combining Noel Whittaker’s easy reading style witllia Hartman’s mind numbing attention to detaibvea
major challenge which ran way over schedule bistfihished, printed, and in the book stores. ¥an also
purchase it online by going teaww.bantacs.com.au/property.phthe cost is $29.95 plus $5.95 postage — tax
deductible of course!

Ask BAN TACS

For $39.95 you can have your questions regardimgt&asains Tax, Rental Properties and Work Related
Expenses answered. For your Accountant, we willioe ATO references to support our conclusiorst ga
to www.bantacs.com.aand look for the Ask Bantacs link under ‘Most Plgpuon the home page.

Back Issues & Booklets

To obtain free back issues of the fortnightly BAN TACS Newsflash or any of the following booklets visit our
web site at www.bantacs.com.au/publications.php. You can also subscribe to our Newsflash reminder.
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