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Questions?

Please ask questions through the Q & A pod not on the chat pod.

Not Answered Questions will be emalled to you along with The webinar recording
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Setting the scene

Taxpayers with rental propaertics are in the spotflight o the ATO!

Issues include: ovaer-claiming rental expenses, incorrect CGT calculations, inadeguate record

keeping

Taxation of proparty 1s a pig item of public policy (CGT discount, negative gearing / quarantining

losses) — note Impact of high inferest rates now! Morae losses,
Approximately onc in six Australian individual tTax returns include net rental incomea.
A vast majority of The one in six have a taxable income of less than $90.000 per annum.

Incredibly. the nation’s total property position 1s a net loss. In a high intferest rate environmaent
(which should scnsibly mean maore net proparty 1osses), it 1s casy to sce why the ATO has

landllords in the gun.
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properties according to the ATO

Owncership INferests

Construction costs

INitial repairs and
capital Improvemaonts

INTOrest CxXpenses
Lcoal expenses
Travel expenses

Apportionmeaent of rental
OXPCNS0S

Borrowing Cxpenses

Incomce and expensaes are not allocated betwaeen co-ownaers basaed on thair
lcQal INnferests

The land is Included in the construction costs “or The purposes ©° the Div 43
capital allowances

INiticl repairs on acquisition of a property and capital improvements on tho
oropaerty are claimaed as repairs

Interest costs on loans used for iIncomae-producing and for private purposes are
claimed as wholly deductible,

Legal expenscs such Qs conveyancing costs on acquisition of the property are
claimed as deductible.

The costs of fraval whose main purpose Is a private purpose are caimaed as
doductible.

Exponses relating to a property that is used for rental and “or privalc purposes
arc not apportionad. Also, axpenses are daimaed in connection with propertics
That are not genuinely available “or rent.

Many Taxpayars claim borrowing costs in “ull in the first year of the borrowing,
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General principles

Can be held as:
o Trading stock of a business {fevenue account)
*  Profit making purpose (revenue account)
o  Capral gssct for Incomae producing purpose, C.g. rent (capital account)
*  Private usc and enjoymaent (capital account, exempt It main residence)
Relevant factors
o [ype of Taxpayer {(o.g. dovelopers, investors, holiday homc owners, Owner QCcupIors)
o Tvpe of proparty (c.g. vacant land, dwelling(s))

« Infended use o the proparty (eg. place o business, dovelopmaent, main residence, ledse)
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Property on capital account

E.g. For the purpose of doriving rental, or main residence, or holiclay home
Sale s subjoct To COT provisions

Maore realisation of capital asscet = accounts for somaoe degree of iImprovemaont for the purposes of sale,

oven If carried out In an enterprising way o maximise sale price
o Still caprtall

Would wanT 1o show long Torm intention To hold Cinance application. long form strateqy ofg)
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Property on revenue account

Trading stock (.. carrying on d business) or Isolated Transaction with a profit-making purpose {recent

case — Makryios)

Intention can change from capital o rovenue and vice versa — tax freatmaent 1s

apportioncd/segregated af the Time o the change of infention (Whitfords Beach)

INdicic of a propaerty business (factors from varous cascs)

Regularity and ropetition

« Infenfion or motive — e.g. 1o subdivide. lcase, ofc
« Sizeandscale

*  Profit making purpose

«  Porsonal involvement

« Poriod of ownership
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"l“ e Carrying on a business of leasing
rental properties

Really Tricky. fact spediic quaestion

Cripps (1999) taxpayer and wife — 14 tfownhouses | 2 additional propertios (home and

holiday house). Held: not in the business. Passive Investors only.

N the ATO's Rental Propertics guide the Commissionar scts out 2 examples that discuss the
Issuc of whaethaer or not The ownaer O onc or more rental propaertics can be said 1o

o carrying on a business.
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Carrying on a business of leasing
rental properties (continued)

Example 3 Co-Owncers Who Arc Not Carrying on A Rental Proparty Business

The Tobin's own. as joint Tenants, 2 units and a house from which they acquire rental income. The
Tobin's occasionally inspacted the propartics and also Infarviow prospective tTenants, Mr Tobin
parforms maost repairs and maintenance on the propertics himscelf, although he genaerally

rclics on The tenants to lot him know what is required. Tho Tobin's do any cleaning or maintenance
That Is required when Tenants maove out. Arrangements have been made with the fenants “or the
weekly rent to be paid intfo an account at thair local bank. Although the Tobin's dovote somae of
Their fime to rental iIncomae activitios, Thelr main sources of Income are thalr respaective full-tfime jobs,

The Tobin's are not partners carrying on a rental proparty business - thay arc only co-owners of
sevoral rental propeartics,
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Example 4: Is [t A Rental Proparty Business?

The D'Souza's own ¢ numiber of rental propartics. aithaer as joint Tenants or Tenants in common. They own 8 houses and
A aparimaent plocks - each block comprising ¢ residential units - a total of 26 propartics. The D'souza's actively managae
all of the propertics. They devote a significant amount O TIme - an average of 25 hours par week - 1o These activities.
They undertake all financial planning and decision making in relation To the propaertics. They interview all prospective
tonants and conduct all of The rent collection. They carry out regular propaerty inspections and aftend to all of the
averyday maintenance and repairs themselves or organise for them 1o be done on their behalf. Apart from incomae Mr
['Souza carns from shares. they have no othaer sources of incomce.

The D'Souzda's are carrying on ¢ rental proparty busingss. This is demonstrated by
« the significant size and scale of The rental proparty activifics;
o the numbcaer of hours The D'Souza's spend on the activitics;
« The D'Souza's extensive personal involvement in the activities; and
* Tho business-like mannar in which the activitics are plannaed, organised and carricd on.

As shown In The above cases and the vicws o the Comimissioner listed above. the indicators with the greatest
welghting arc the scale or volumce of operations and the repcetition and regularity of the activities.
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—  Aslecper issuc — very difficult distinction (Windeyer J in W Thomas and Co Py Lid v FCT)
« ‘Repair involves a restoration of a Thing to a condition It formerly had without changing its character.

«  "Whether or not work done upon a thing is aptly described as a repair of that thing is thus a question of

fact and degrec’

o difficultics... to work such as painting that is periodically done not merely 1o make good defocts but also 1o

orovent defects developing.
—  Repairs = deductible under s 25-10
o INMial repairs To d property are generdally not be deductible;
o O ropdirmay, in Tact amount to capital expenditure which is not deductible as a repalr, for example;
= the entire assct s replacaed/restored;

= The gsscet s improved (1.e whare functionality improvaes).



w'il #i Repairs vs improvements (continued)

—  Repairs that relate to probloms That wore in existence before carning incomae constitute infial repairs
and arc capifal in nature (form part of cost base - 39 clemaent)

o Although If privately held boefore earming income, the repalr would be deductible
« Notdeductible if relates 1o detects before ownaership
o SCC IRGY//25
—  Repair generally relates 1o (TR ©//25)
*  Maintcnance of a function (Not IMmprovaed)
«  Repalring. not replacing

—  Canhave a repair and improvemeaent in one occurrence, only 1f The repair component is identiiiable,
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e Yacant land provisions -
" §26-102 and TD 2021/D5

—  Scction 26-102 of [TAA 199/ operate from 1 July 2019 to deny deductions for expenses related
To holding vacant land. including land on which a residential rental property is cither undar
construction or being substantially renovated, or which has a completaed residential proparty

That 1s not available for rent, regardless of when the land was purchased. — on the face of i,

so broad!

—  ATO: From T July 20719, deductions are limited for losses or outgoings that relate to holding

vacant land’

— Thoe draft ruling explains the Commissioner's vicw O The application and the exclusions of

soction 26-102 of the Incomae Tax Assossmont Act 190/



- vacantland provisions -
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~ 526-102 and TD 2021/D5 (continued)

- Note [2/] 'InThe context of section 26-102. we do not consider the costs of constructing a substantial and
cormanent structure on the land. or any Inferest or borrowing Costs (o The oxtent tThey are associatfed

with construction). To bo a loss or outgoing related 1o holding land.”
—  Note [46] - [47];

o L6 We rccognise that there will naturally be short periods of fimae whan residential premises are
unavailable for legsc. hire or licence for reasons other Than an exceptiondl crcumstance or
nafural disaster[24] For example, it would be expected that between tenancies there will be a
brief period when the premises cannot practically be made available for lease because it is

necessary for the owner to undertake minor maintenance and repairs.

« 47. These circumstances are outside the contemplation of subsection 26-102(4) and we will
not apply resources to review compliance with subsection 26-102(4) provided that you
continue to meet the requirements for deductibility under section 8-1or another provision of

the tax law’



w“ Borrowing costs

—  What arc thoy (excluding interast)?
« [Establishmaent fees
« Valuation ces
« Leogal advice on loan documaentation
« [MI
«  Stamp duty on mortfgagae (not on the property — that is cost base)
«  Mortgagce broker feo

= deductible If used To generate incomce, s25-25 (over 5 years or e of loan, whatever is shorfer —
unloss under $100)

—  Ongoing “ces ([deductible, s8-1)
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—  Deductible under s8-11F incurred In gaining or producing asscessable incomeae, or necessarlly incurred in carrying
on a businass of gaining or producing asscssable incomao

«  Note oxclusions 1o s8-1: caprtal. private or domaestic, NANE or otherwise excluded such as thin cap
DIovISIONS

—  Noecd 1o look af subjective purpose of the borrowing; The use to which tThe funds are put (5fecie v FCT)
— Canstill be deducible even i non-income producing asset used as security (e.g. family home)
— Apportionmaent rules may apply I- partially income produdng

- May still be deductible be™ore producing assessaple incomce — If demonstrated offort of pursuing assessaplo
INncomeae (Stecie v FCT). Subjoctive — based on The drcumstances.

Tost

* Noftoo soon;

o  NOoT pralimindry To INcomae carning Aactivitics; and
« Nofdprelude To Incomae cdrning activitios,

- Willwant to show continuing cf orts To generafe assessable income, without significant delay (Sfocic v FCT)
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Travel expenses

Change in 201/ — costs 1o tfravel To ¢ residential investmaent property arc denied,
Travel expenses Include maotor vehicle expenses, parking. Tolls, air fares. bus, Train or Taxi ~ares,
Why? Being were taking advantage of deductibility of fravel 1o holiday locations

DocsnTapply If you dre carrying on a busingess



q Legal expenses

—  Deponds onwhat they relate To
—  Collecting unpaid rent: deductible under 8-1
—  Convoyancing costs: capital, cost ase

- It's a purpose tost
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ATO focus areas

oxcessive deductions claimmed for holiday homaes {(particularly if higher Than expected compared 1o

rental Income being reportad):

holiclay homaes that were not genuinely available for rent;

hushbands and wives Incorrectly splitting rental incomae and deductions “or jointly ownaed propaortics;

claims for repairs and maintenance shortly affer purchase of the property: and

INtferest deductions claimed for The private proportion of loans.
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Capital allowances

Division 40 — about dedine in value o depreciaming asscts and plant/3 — this Division docs

NOT apply To capital works to which Div £3 applics: or

Division 45 — about deductions for capital works — this Division docs not apply 1o

oxpondifure on plant,
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Div 40 (depreciating assets)

= assoT with imited offective life, and reasonably expected to decline in value over that fimae

FTTiNgs NoT Axtures

A Taxpayer s entifled To a for The decline in value of a ‘depreciating asset That the taxpayer holds in

an Income year. deduction

This dedline is a statutory dedine, which docs not necessarlly match actual decline in market value in

The incomae year. ATO releases annual guidance,

Allowable deduction is reduced if the asscet is not used wholly for a taxable purpose



INSTITUTE OF
FINANCIAL

w2 Div 40 (depreciating assets) continued

— " previously used “or non-incoming producing purposc, cant deduct (1 July 2017 change)

—  Immadiate deduction for assets costing less than $200 (docsn't include business assets, or whare
Ot O as set of substantially the samce assets). Small business have their own simplified depreciation

Throshold.

— Balanang adjustmaent If deprociafing asset holdor changes — excess To fermination valuo 1s assessablo

iNncomao, shortfall to termination value s g deduction



w'i' w2 Div 43 (capital works)

—  Deduction “or capital works, being a bullding. or an extension. alteration or improvemaent 1o a building

— At rate of 25% (or 4% for builldings used for industrial purposes)

— Common crrors In Div 45 claims:

o Including the purchase cost of the land in the cost of the rental property for the purposes of

calculating the capital allowance deduction;

« Using The purchase cost of the bullding rather than its construction cost,

« Claiming the construction costs as a depreciating assct undaer Div 40.
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40-880 (blackhole expenditure)

Capital expenditure may be cligible for deduction undcer this provision if:

o [TIs NOT otherwise tfaken into account; and

« g deduction for the expenditure 1s Not denied by some other provision; and

o Tho business Is. was or 1S proposced To e carred on for g tTaxable purposae.
Frovision O last resort — first look for:

o Spedfic deduction provision

o 5]

o Division 40

o (GT cost base
MusT be carrying on a business 1o be cligible

Deduction over b years
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CQGT events

Al disposdl of an assct. Occurs at contract date. Applics on change o beneficial ownership. Becomaos
d bIt annoving IF contract date and settflement date in different income years — must Use year o

contract date!

Bl use and cnjoyment before Tifle passes (Q.g. Instfalmaoent contract — gain possession efore final

INnstalment payment). CGT event happens when possession 1s Irst granted,

Cl loss or destruction o° an assct. c.g. demolishing a bullding (must be wholly destroyed).

H1: forferture of a deposit

K4 CGOT asset becomaes frading stock COT cvent at the Time o change (for market value)



- Main residence exemption /
6-year absence rule
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- MRE: Commonwcealth's largest expenditure item - $74b in 2018

— Nohard and fast rule re how long To datermine main residence. Depends on range of factors (clectordl

role, connaction O services/utilifics, infention o occupy, mailing address. personal belongings)

— Usuwally. a property stops being your main residence when you stop living in it Howaver, for COT purposcs
vOU Can continue freating d property as your main residence “or ¢ years {7 Incomce producing) or
INncefintely 7 not Incomae producing) — applics scoarataly 1o cach abscnce. Must becomo and cease 1o

DO O Mmain rosidonce.



9" G Pre-CGT assets

— Subdivision doocs not changoe pro-COT status (f no profit-making intfention)
— " bullding or structure is bullt post 1985, will be treated as a separate CGT assct
«  Scparate capital gain

o Apportion cost base and capital procecds (Commissionar accepts a reasonaple approach — 1D
//5)

— Valuc enhancement capital improvements = considered a scparate COT assoT (unless 1 1s below

improvernent threshold — approx. $163k in FY23)
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== Withholding tax clearance certificate

— Confracts entered info on or affer 1 July 2017: for the sale of real proparty with a market value of
£750.000 or more, the purchaser is obliged 1o withhold and pay to the Commissionar a 12.5% non-finall

withholding fax.
—  Ensures that forcign vendors are subjoct 1o CGT In Australia

— The rules are designed so that all vendors o real property with a market value o $750.000 or more are

oresumaed To be non-residents unless they obtain a cearance certiricate rom the Commissionar.

«  Generally obtained by conveyancers
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Subdivision

No COT ovent O i1sel” — no change in bencficial ownoership

Each lot becomes its own separate COT asset



INSTITUTE OF

FINANCIAL
PROFESSIONALS
AUSTRALIA

— Generdl statemaent: An entity that is registered for GST s [lable for the GST payable on the taxable supplics it

makes and enfifled To input tax credits (ITCs) for croditable acquisitions It makaes in carrying on its cnterprise.
— ["not carrying on an cntarprise. property will not be subject 1o G5T

— Carrving on an enterprise = serics of activities in the form of a business, N the nature of frade, with

reqularty/continuity.
—  Exclusion: private/recreational pursuits.,
—  Broader than carrying on a business for iINComae Tax RUIDOSses

— Noture of frade = commearcial activity. That docs Not amount To a business, but has The characteristics of g
ouUsSINGSS team (akin To pro’ T from an isolated commercial fransaction. as opposed To mare realisafion of g

capital asset)

— USTD 2000/9 and Cripps: The lotting of a property by itself s an activity in the nature of investmaenT rather Than

a business, or an adventure or concerm in The nature of fradae,
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Thank you

Follow us on social media or visit

www.ifpa.com.qu

Facebook | Twitter | LinkedIn



http://www.ifpa.com.au/
https://www.facebook.com/IFPA.Tax.Super.FinancialServices
https://twitter.com/IFPA_AU
https://au.linkedin.com/company/instituteoffinancialprofessionalsaustralia
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