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Structures

Choosing the most appropriate structure depeng®wonpersonal circumstances and
your plans, both short and long term.

You may be influenced by factors such as the Ptgpazlationship Act, the desire to
minimise taxes or other matters.

The key is to sort out the most appropriate stmactor you at the beginning, as it
may be difficult and expensive to make changes.late

Sole Trader/ Self Employed
Advantages:
* Simple — no administrative overhead eg company ameturn filing fees,
only 1 tax return, don’'t need separate bank accandtfees etc.
» Can offset losses against other income easily.
Disadvantages:
* No opportunities to split income when making susplt
* No opportunities to spread income/ losses oversyaminimise tax liability

ie all income is taxed in the year earned (antbalies offset in year incurred).
» Difficult to pass to future generations.

Partnership

This is 2 or more people or entities (up to a maxmof 25) operating or owning
property together.

Surpluses and losses are allocated to partnehng ipetar incurred according to their
partnership share.

Advantages.
» Opportunities for income splitting.

» Can offset losses against other income easily.
» Greater source of finance than sole trader.
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Disadvantages:

* No opportunities to spread income/ losses oversyaminimise tax liability

ie all income is taxed in the year earned (antbalies offset in year incurred).
* Need to complete a separate IR 7 partnership tarre
* Inflexible — can’t change partners without dissotypartnership.

Trust

A person (the settlor) settles assets in a trlikts is usually done by the settlor
selling assets to the trust. The settlor givedring a loan (interest free repayable on
demand) to pay for the assets. Then the settbgressively gifts the loan to the trust.
This is done at the rate of $27,000 each year withmeurring gift duty. There is
usually a trust deed and trustees administer aresirihe assets for the beneficiaries.

Advantages:

» Allows opportunities for spreading income among-imasome beneficiaries
(but children now taxed at 33%).

* Can retain income and losses and choose when toytagcome.

» Can pay capital profits tax free.

* Provides a vehicle for retaining property for f@generations (without
incurring depreciation recovery). This is donechgnging beneficiaries
(although if this is done frequently and unfairgnieficiaries can take the
trustees to court if they feel they were unfairkgleded).

Disadvantages:

» High set-up cost — around $1,500.
» Potential on-going costs eg forgiveness of delrigfivith IRD, separate IR 6
tax return etc.

e Can'’t pass on losses to beneficiaries.

Company
May be a minimum of 1 director who is also the osityareholder.
Advantages:

« Opportunities for income splitting among sharehddend directors on lower
tax rates.

* Viewed as a more commercial entity than a Trusigis are being monitored
very carefully by both IRD and the government)

* Low set-up cost — $160 on line

« Can retain income and choose when to pay it ocamespread income.
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» Can pass on to future generations through sharsfées.

Disadvantages:

* Administrative overhead — preparation of IR 4 taturn and annual return
filing fee (latter is $25 on line).

* Losses must be carried forward.

« Cannot take out capital profits without liquidatithge company. This is
because any distribution from a company is taxabthe hands of the
recipient (regardless of whether the distributi®ofiincome or capital). This
has huge implications if you sell one investmewiperty out of a portfolio!

Qualifying Company

* Needs to have 5 or fewer shareholders (althougltectiparties eg husband
and wife can count as one).

» Directors and shareholders make an election thréRBh
» Shareholders must agree to personally take onaitmpany’s unpaid tax

liabilities.

Advantages:

» As for companies (ie income splitting and spreadamgl can pass to future
generations easily) but also,
» Can distribute capital profitstax free.

Disadvantages:

» As for companies (ie losses must be carried forwamegjoing costs) but
* Have to give a personal guarantee to pay unpaigaogntaxes.

L oss Attributing Qualifying Company (LAQC)

» Organised by election through IRD.
* Need to be a Qualifying Company first.

Advantages:

» As for qualifying companies (ie income splittingdespreading, can pass to
future generations easily, and can distribute aeapiiofits tax free) but also,
» Can offset losses against per sonal income.
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Disadvantages:

» As for qualifying companies (ie on-going costs, &agle to give a personal
guarantee for unpaid company taxes.)

Summary

* Sole trader is the easiest option early on. Howg\ienits opportunities to
split or spread income (and reduce overall taxed)ta pass on income
streams to future generations without the deprieciaecovery.

» Distributions of capital profits from ordinary commes can not be made tax
free.

* Qualifying companies and trusts provide these dpipdres.

* The advantage of a trust over a company is thateasier to change the
beneficiaries.

» The advantage of an LAQC over a trust is that kwssay be offset against
shareholder income.

So... again it comes down to your short and long fgllans as to which option you
choose.

However for most property investors who start oithwsses, an LAQC is the most
appropriate structure.

If you are living off your rental income, a trusagnbe more appropriate and you can
move the income from an LAQC to a trust by selljagd then gifting) your shares in
the LAQC to the trust. The trust then becomesaaetiolder in the LAQC and the
company profits are allocated to the shareholdestées who then allocate the income
to the beneficiaries.

| mplications of structures

e If you are a sole trader and you want to move ywaperty to a trust or
company, depreciation recovery is unavoidable. Way wish to purchase
future properties in the new entity.

» If you die, then transfer of income-producing pnapé¢o a relative or other
beneficiary is a deemed disposal and depreciagicovery is incurred.
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» If you purchase a property in a company and wisthenge it to a qualifying
company you will have to pay Qualifying Companydiien Tax (QCET).
This is essentially tax at 33% on the current ehpitofits.

* If you wish to change from a company to a trust @ample to increase the
number of beneficiaries) you can sell the shareékddrust (with an interest
free repayable on demand loan which you then pssgrely gift to the trust).
Make sure that the trust only has natural persermeaeficiaries — otherwise
you cannot operate a gifting programme.

» If you want to rent out your own house (largelytatally mortgage free) and
use the equity to buy another house to live inf\aitarge mortgage), the
mortgage interest on the house you live in is aptdeductible. Therefore you
should sell your house to an LAQC and the LAQC imista mortgage to pay
you the purchase price. You can then use thensaihey to buy a house to
live in and the interest incurred on the mortgagéhe old house (now rented
out) is then fully tax deductible.

This information is of a general nature and advice should be sought for your situation.
Page 6 of 10 www.dowsemurray.co.nz 18/05/08




Dowse[lTNIEYY

Chartered Accountants

Depr eciation

Background

Depreciation is a deduction you can claim to redume taxable income.

You can choose not to depreciate assets (since@@@ber 1997). However
you would probably only choose not to depreciateii only wanted to rent
out your property for a short period and did nohtae financial hardship of
having to repay any tax benefit from making theusxidn.

The benefits of inflation make paying less taxyar worthwhile even if you
have to pay it back in later years.

Calculations

Refer to the table in the depreciation recoveryisedor a worked example.

Depreciation is calculated on a monthly basis (joesly 6 monthly).

3 methods of depreciation: Straight line (SL), dirsihing value (DV) and the
pooling method (Pool) (for assets less than or lemgud2,000).

Rates for buildings: 3% SL and 4% DV.

20% loading on new NZ assets (from 95/96) excludhniddings and imported
motor vehicles. (Can apply to chattels).

No depreciation allowed on land so need to detezrportion of purchase
price that relates to the building (eg valuatia@tes notice).

No deduction allowed in the year of sale.

If you inherit a property there is no depreciatttgduction available as there is
no cost (although IRD has been known to acceptlaat®n in some cases).
One way to achieve a deduction is for the estasellojou the property at
market value (although that will involve a costyti) or by selling the
property to a LAQC.

If you choose not to deduct depreciation you mussteran election with your
tax return. You cannot then pick and choose tla@sygou wish to claim and
not claim.

Don’t forget chattel valuations — because of indlaary effects, depreciation
is worth claiming (a valuation costs between $25@ $300).
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Depr eciation recovery

Background

Depreciation recovery arises when you sell a ptgder have a change of use from
rented to non-rented) for more than its book value.

The effect of the recovery is that you have to pagk to IRD the tax benefit you
have received from claiming depreciation.

Generally if the property has retained or increatedalue over time, there will be a
depreciation recovery when you sell it.

Example

You buy a property in 1987 for $150,000. The valtithe building is $80,000 (and
the land $70,000)

Depreciating the building at 4% DV for 15 yearsagi\a total depreciation deduction
of $34,826. The tax benefit of this amount (assnai constant 33% tax rate over 15
years to keep this example simple) was $11,493.

The book value of the building is now $45,174.

When the building is sold in 2002 for $160,000 ¢hisra depreciation recovery of
$34,826, which is the total deduction, claimed dher15 years. This amount is
added back to your income in the year of sale.

Assuming you are still on a 33% tax rate you wél/a to pay $11,493 in tax (which
is the amount of tax benefit you have received)weher the depreciation recovery

may push your income for the year into a higheracket in which case more tax

will be payable.

Because of inflation you are still better off hayinad the $11,493 tax benefit
accumulated over the 15 years, even if you endaypg back a bit more.

Purchased property 1 April 1987: $150,000
Value of building: $ 80,000
Depreciation (DV 4%):

Year 1 (1988): $ 3,200
Year 2 (1989): $ 3,072
Year 3 (1990): $ 2,949
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Year 12 (1999): $ 2,042
Year 13 (2000): $ 1,961
Year 14 (2001): $ 1,882
Year 15 (2002) (no claim in year of sale): $ O
Total Depreciation: $ 34,826
Book Value Building 20 March 2002: $45,174
Sold 20 March 2002: $300,000
Value of building: $160,000
Depreciation Recovery = Income: $ 34,826
Tax (at 33%): $11,493

The amount of depreciation recovery added to your taxableincome will never be
mor e than thetotal amount of depreciation deductions claimed, in this case
$11,493 out of a profit of $150,000.

Capital ver sus I ncome

Intention is all-important in determining whethbetsale of your property constitutes
a capital profit or income.

If it was your intention when buying the propertysell it for a capital profit then that
profit is taxable.

If the purchase is to rent out the property and @arome, then any subsequent
capital gain is incidental and tax-free.

If a pattern emerges of regularly buying and sgJliRD will say that you are a
property investor and tax all gains. You shouldabeare of “tainting” if you sell

some properties. To avoid this you may preferucipase properties over several
different entities — some property investors seageparate LAQC for every property
they buy.

However if you can show valid commercial reasomsialtiple sales eg sale to free
up capital for the purchase of a larger commemriaperty then IRD may accept that
the capital gain on the multiple sales is non-téxab
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Similarly if there are valid personal reasons egrza needs immediate expensive
medical treatment then IRD may accept the capitaitgs not taxable.

Remember to be very careful in what you say to baakgers, accountants etc about
your purchase. IRD can access their file notes.
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